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PREFATORY NOTE 

THIS volume contains hardly any references to the 
writers who have built up the theories of economics 
and given them the form which renders them useful 
in understanding modern economic facts. In omitting 
these references, my desire has been, not merely to avoid 
introducing controversies which can only interest students 
more advanced than those for whom I wrote, but also to 
retain a freedom of expression which I must have denied 
myself had I assigned each point of doctrine to those who 
first, or most clearly, gave it expression. I should like to 
express my indebtedness to many recent writers, and, if I 
have given an interpretation of them, here and there, some- 
what different from their own, I trust that I have not lost 
the essence of their doctrines, so far as I am able to accept 
them. 

No Cambridge student of economics in recent years can 
fail to have gained inspiration from contact with Professor 
Marshall, and the writer is conscious of a very special 
obligation to the teacher to whom he owes his chief guidance 
in economic study. 

As with others, so especially in this case, the acknow- 
ledgment of inspiration carries with it no attempt to place 
a burden of responsibility for either the form or the substance 
of what is written here. 

The text contains no explicit reference to the mathe- 
matical apparatus which has rendered eminent service in 
economics, especially in recent years. Some of the simpler 
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applications of algebraic symbols and geometrical diagrams 
to economic problems are presented in an appendix. Those 
to whom these forms of expression tend rather to confuse 
than to clarify the reasoning which they embody, may thus 
readily spare themselves this confusion ; while those to 
whom these symbols are familiar and helpful will not be 
deprived of the aid to precision of conception and of 
argument which can hardly be afforded in equal degree by 
any other means. 

Readers who desire to pursue something more than an 
introductory course of economic study will find a few 
references to the more accessible works in the English 
language in the table of contents. 

A. W. FLUX. 

Montreal, November 1903. 
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CHAPTER I 
INTRODUCTORY 

WHEN we regard the position of a family, living 
without regular or frequent communication with 
the outside world, it is comparatively easy to comprehend 
the conditions which determine whether its supplies of the 
necessaries and comforts of life are abundant or meagre. 
The extent of its resources, whether consisting in the 
strength, intelligence, knowledge, endurance, industry, fore- 
sight, etc., of its members, and their willingness to co-operate 
for purposes where associated effort is more effective than 
individual effort ; or in the equipment of tools and materials, 
domestic animals, buildings, etc. ; or in the natural conditions 
of the country where they live, its climate, richness of soil, 
forests and streams, and the like — all these things can be 
fairly comprehended and their general bearing on the life of 
the family understood. The advantages which might accrue 
from communications with other such family groups, and 
exchange of goods with them, can also be readily conceived. 
The sources of abundance and scarcity are plainly revealed. 

The same general features occur in the case of a great 
nation, but how different the detail. The mode of division 
of the acquisitions of the family is fundamentally different 
from that adopted as between the individuals of a numerous 
and varied society. The former is either arbitrary, in greater 
or less degree, or places all on a footing of equality. In the 
society, an individual has to make good his claim to a share 
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of the total product acquired, by rendering some service, and 
that a service of sufficient importance to make it worth the 
while of the rest of the society to secure it. The problem 
for each is to discover what service he can render, that is of 
a sufficient degree of indispensability to society to enable him 
to procure a satisfactory recompense for himself from society, 
or to arouse a sufficient appreciation of the services he is 
able and willing to render to reach the same end. 

In economic study we are engaged in examining the 
influence of the same features, as manifested in a community, 
which, in the case of the isolated family, were seen to con- 
dition the kind and amount of the gratifications it could 
procure. The nature of the environment, the extent of the 
equipment of tools, the skill and intelligence with which the 
work is planned and executed, are obviously of primary 
importance in the one as in the other case. But, in addition 
to regarding these features of the case, we need to devote a 
marked degree of attention to the study of those conditions 
which operate in the allocation of the amount received by 
each member. What is the basis of the claim he can make 
on society, what constitutes the inducement of society to 
admit his claim ? This part of our work should throw no 
small degree of light on the great contrasts which exist 
between the amounts to which different members of the 
society succeed in establishing their claim. It should afford 
indications as to whether, and in what degree, these contrasts 
are a necessary feature of efficient social organisation. 

The nation stands in need of the material goods, and the 
services, which afford to its members the means of satisfying 
their numerous and varied wants. Some wants are readily 
satisfied, while, for others, the means of satisfaction are ob- 
tained only with difficulty. If the activities of the nation 
were under the absolute control, and subject to the direction, 
of one man, we might conceive of him as directing to each 
occupation the amount of labour which, with the appliances 
afforded to assist it, would provide the required supply of 
commodity or service. If a change in the needs of the 
nation, or in the efficiency of special sections of producers, 
occurred, a transfer of labour and rearrangement of appliances 
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would be required to adapt supplies to the changed needs. 
As the workers would be assigned to their work by the will 
of the director, the supplies of commodities would depend 
on that will rather than on the attractiveness of different 
occupations to those who followed them. Only in so far as 
assigning a man to congenial labour affects his willingness 
in work, and the giving of special rewards might stimulate 
to exertion, would the question of who was assigned to 
each task, and what reward was assigned to each, affect the 
amount of products available, since we might assume that 
those who were most capable of doing any special work 
would be assigned to that work by an intelligent director. 

In the actual arrangements of modern societies, it is not 
quite easy to see that there is anything to correspond to the 
control of such an intelligent directing individual or body of 
persons. Each is left to choose for himself what he will do, 
and in what form he will take his reward for his work. His 
choice of occupations is not quite free ; indeed, it is in most 
cases quite limited ; yet, within the range of choice possible, 
the individual makes his own selection, or has it made for 
him by a parent or by some one exercising a kind of parental 
authority. If the choice be a personal one, it will be in- 
fluenced by the attractiveness of the work and surroundings 
and by its remuneration. Thus the occupations which 
require no special skill are those open to the largest 
numbers. Those offering the greatest rewards to a given 
grade of skill attract more than those offering smaller 
rewards. The distribution of labour among various occu- 
pations, therefore, follows lines roughly corresponding to 
those which we might suppose chosen by an intelligent 
director. The labour whose reward is greatest is that whose 
result is most needed, for, as each is free to dispose of his 
income as he deems best, it may be assumed that he will 
select those things which afford him the greatest satisfaction 
in proportion to what he must give for them. Here again 
his choice is not absolutely free. The knowledge which 
each has, of what is available, is not unlimited. If 
the means of some do not extend to the provision for 
more than the most elementary wants, the extent of 
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choice is restricted. Yet it can hardly be denied that 
a low price for a commodity implies that the needs, 
which remain unsatisfied, and to which it is capable of 
affording satisfaction, are small as compared with those 
which more highly priced goods can satisfy. The fact that 
property is unequally distributed, that some have large 
means, others small means, results in the fact that a slight 
need, of a person of large means, may find expression in 
the offer of a price higher than that which can be offered 
by persons of small means, for the gratification of important 
cravings. This feature hides from many enquirers the 
general truths to which attention is here directed. Ad- 
mitting that it needs special attention, we repeat that 
freedom of choice as to what work one will do, and how 
one will take the remuneration for that work, tends to make 
employments attractive in comparison to the urgency of the 
need of the community for the results of those employments. 
Where goods of a certain kind are no longer required in the 
same supply as formerly, a warning is given to that effect 
by the diminution of the gains, which those who are con- 
cerned in making those goods can secure. In the opposite 
case, increase of reward serves to stimulate to an increase of 
supply of the things of which society stands greatly in need. 
That no small degree of efficiency is realised, in the distri- 
bution of the work of the nation among the individual 
citizens, is evidenced in the fact that supplies of necessaries 
are steadily produced to meet our needs, and in remarkable 
correspondence to those needs. The employments which 
seem in many respects most attractive do not draw to them- 
selves the whole labour supply of the community. The 
great variety of human needs is met by a corresponding 
variety of means of satisfaction. Men do things that are 
not pleasant to do, for the sake of the living which they 
can secure in doing them. Thus each of us is justified in 
attending to his own special business, confident that others, 
in attending to theirs, will ensure the supplies of food, cloth- 
ing, etc., which we need, and which, in a primitive state of 
society, we should need to provide by our own exertions if 
we desired them. 
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There is no benevolent autocrat adjusting the supply of 
labour in all the variety of modern industries. No supreme 
dictator decrees that, from the results of this year's labour, a 
certain portion shall be reserved to assist in performing next 
year's tasks more efficiently. Yet the extent to which 
labour is in excess in some localities and industries, deficient 
in others, is, generally, but slight. When it exceeds its usual 
amount it promptly attracts attention, but attention is 
practically confined to the fact that adjustment is, at the 
moment, defective, and not directed to the equally, nay 
more, striking fact that the vast mass of labour does not 
manifest this failure of adjustment. These points are not 
made for the sake of suggesting that present social arrange- 
ments are not capable of great improvement, but rather 
with the end of directing attention to the fact that, in any 
proposed modification, we must look for guarantees that 
the new order will achieve as substantial a degree of 
efficiency in adjusting the resources of society to its needs 
as the old, as well as for the assurance that defects in the 
old order will be remedied in the new. The mere substi- 
tution of one set of ills for another is hardly worth much 
effort, though the new ills appear no greater than the old. 
When realised, they might prove worse. We propose, 
in this volume, to study the main outlines of the economic 
organisation of modern society. By this is meant that part 
of social organisation which is related to human wants and 
human efforts directed to the satisfaction of those wants. 
We have to study men as producers of wealth, and to 
consider how the kinds of wealth which are produced 
depend on what men want to consume. We shall enquire 
into the principles which govern the exchange of one kind 
of wealth for another, and determine how much is assigned 
to each class of those whose joint efforts are requisite for its 
production. The influence of various institutions on the 
efficiency for production of the groups of men whom they 
affect will require consideration, and the reaction on produc- 
tion of the division of the product among the different 
classes of persons concerned in its production. Our subject, 
then, is certain aspects of man's relation to wealth. We 
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enquire, therefore, at the outset, what is understood by 
wealth. 

One characteristic common to all forms of wealth is that 
of being able to satisfy some human want or desire. Not 
all that can do this is wealth, and it is convenient to use the 
word " goods " to designate whatever possesses this charac- 
teristic, and to speak of the quality itself as " utility." When 
the need, which certain goods can satisfy, is already 
abundantly satisfied, these goods cease to have special 
importance. This occurs when the supply of them is free, 
and in sufficient quantity for all to have as much as they 
wish. Under these conditions every one will make use of the 
goods for every purpose which they can serve, but none will 
have any motive for acquiring supplies of the goods from 
others by exchange for other goods. In order to rank as 
wealth, then, goods must be capable of ministering to 
unsatisfied desires, they must be scarce. 

Further, as wealth is a phenomenon of social life, goods 
which are not of such a nature as to permit of a change of 
ownership are generally excluded from the category wealth. 
There are some scarce personal qualities which cannot be 
separated from the individual who possesses them, and 
which contribute largely to his personal satisfaction, and 
even to his industrial efficiency, but which cannot be re- 
garded as wealth. The relation of these qualities to wealth 
has been a subject of considerable discussion. Consider the 
skill of a workman. There can be no doubt that, were 
slavery a legal institution, and the workman a slave, his skill 
would be wealth to his owner, for a skilled slave is more 
valuable than an unskilled slave, other things being equal. 
Is, then, the question of whether skill is, or is not, wealth to 
turn on the existence, or non-existence, of the institution of 
slavery ? One suggestion in reference to the matter is that 
the wealth consists, not in the skill, but in the right to 
dispose of it. This right belongs to the slave-owner where 
slavery is recognised, to the labourer where it is not. But 
the labourer can and does sell the right, with more or less 
limitation in the extent to which it can be exercised, to his 
employer. Thus the right to dispose of skill can be ex- 
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changed, and, fulfilling the conditions of utility and scarcity, 
comes within the range of our definition of wealth. An 
alternative mode of dealing with the matter is to admit a 
special category of " personal wealth," differing from ordinary 
wealth in being bound up with the person, and to class skill 
and similar qualities as " personal wealth." For almost all 
purposes, the former seems to be a sufficient solution of the 
difficulty, inasmuch as rights are admitted, with material 
goods, as elements in the aggregate of an individual's wealth. 

In forming an estimate of the wealth of a community, 
the existence of qualified rights of ownership must, of course, 
not be overlooked. A mortgaged property is not a repre- 
sentative of wealth, in addition to the mortgage on it, equal 
to what it would represent if not mortgaged. There is the 
same wealth in either case, but the ownership of it is divided 
between mortgagor and mortgagee if it be a mortgaged 
property. So, too, the bonds of the State debt, or of a 
municipal debt, are items in the individual wealth of their 
owners, but in estimating the wealth of the community we 
do not need to add these evidences of debt to the aggregate 
of the physical property of the community, except in so far 
as they represent claims against outside communities. In 
some respects, the wealth of the community includes items 
not forming part of the private wealth of any of its members. 
Thus a public park is not a part of the private wealth of any 
citizen, where its use is free to all. To the community 
which owns and maintains it, however, it is certainly wealth. 
So, too, with other similar public property. 

Wealth is not made up solely of material goods, as al- 
ready indicated. It includes also rights to goods and to 
services which do not get embodied in material form. Those 
who produce, or aid in producing, wealth in a non-material 
form, are productive workers, equally with those whose 
labours are directed to the creation of material goods. At 
one time it was the custom to speak of all who were not 
concerned in the direct production of durable material goods 
as unproductive. But the work of those engaged in trans- 
portation industries, though it produce no change of form, or 
of name, of the goods which they handle, is a part of the 
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work of their production. Until the goods have, not merely 
the form, but the position, desired, their production is not 
complete. Brick and stone, iron and wood, need to be placed 
in position to produce a building, and the labour of convey- 
ing them from the place of manufacture to the site of the 
building is not less essential, to their finding their due places 
in the building, than the labour of placing them in position 
as parts of the building itself. In both cases it is a moving 
of material to a place where it can serve a useful purpose. 
Those who are engaged in the designing of the structure, 
and in controlling the operations needed for its effective 
construction, are also, obviously, productive, in so far as the 
result could not be attained without their co-operation. The 
aid in effectively carrying out such business operations, 
which the designers, and those engaged in the transportation 
and commercial operations needed for its completion, render, 
is not the only indirect aid to the efficient performance of 
the manual labour of construction. The maintenance of law 
and order, of freedom from internal disturbance or foreign 
aggression, is also an important contribution to all classes of 
labour and enterprise. Administrative officials, and military 
officers and men, thus contribute their quota to the industry 
and commerce of the community. The degree in which the 
members of the teaching profession fall within the same 
category, though not equal for all, is sufficiently clear in 
reference to them as a body to need no special comment. 
In reference to those who render direct personal services, 
including public singers, actors, and musicians, we are con- 
cerned chiefly with the production of non-material satisfac- 
tions. There seems no reason for classifying the writer of 
romances, whose work is presented in the material form of a 
book, as productive, and the musician, who affords a pleasure 
at least as real when playing a musical instrument, as 
unproductive, though the latter pleasure cannot be repeated 
without the intervention of the musician, while the book can 
be re-read as often as one desires. If, for any purpose, the 
contrast between the producers of wealth in material or in 
durable forms, and those whose productions are either non- 
material or not durable, be required, it can be made without 
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using the terms productive and unproductive in senses liable 
to be misleading. 

The productive energies of a community may be em- 
ployed in providing for the immediate and direct satisfaction 
of the wants of its members, or they may be partly devoted 
to acquiring the means of providing for the anticipated 
needs of the future. The resources of the community may 
not be adequate for more than its most important needs, or 
they may suffice for the provision of substantial comforts or 
luxury, both present and future. It is clear that the lack of 
necessaries must involve the cessation of supply of corre- 
sponding service. The interpretation of the word " necessaries" 
is not, however, uniform. It is sometimes used with reference 
to the physiological requirements for the maintenance of life, 
or of life and health. If any section or class in society fail 
to acquire these necessaries, it is a simple matter of the 
interpretation of the terms employed to conclude that that 
section or class cannot maintain its existence without such 
change, of numbers or of resources as will ensure at least the 
necessaries of existence to those who compose the class or 
section in question. But experience shows that no class or 
people, however narrow its resources, devotes the whole of 
those resources, in the most effective manner, to the provision 
of the most essential goods and services. In practice, some 
commodities are consumed which add nothing to the support 
of physical life, even at the expense of stinting the supplies 
of food, or of equally essential parts of the daily consumption. 
Thus there are found numerous instances where money is 
spent in providing showy outside garments, though such 
expenditure compels an inadequate supply of warm under- 
clothing, and even of food as well. The supply of resources 
sufficient to provide for the physiological necessaries of 
existence does not, therefore, ensure that these necessaries 
are secured. Other goods often take precedence, and such 
goods, which, by the habits of life and standards of conduct 
of sections of the community, rank before physical necessaries, 
are known as "conventional necessaries.'' A very apt ex- 
pression of the practical distinction between the more and 
less necessary expenditures has been given, in a definition 
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which classed as necessaries those goods, the result of an 
increased cost of which was a decreased expenditure on 
other goods. Whether the resources at the disposal of 
given classes or communities will suffice to maintain a high 
order of physical and mental vigour or not, is only in part 
dependent on the extent of those resources. It turns also 
on the extent and nature of the conventional necessaries to 
the provision of which a part of the available resources will 
be devoted. 

Just as the well-being of individuals is apt to suffer 
from the neglect of what are sometimes referred to as real 
necessaries, so may the welfare of a community suffer from 
the devotion of an inadequate proportion of its resources to 
the provision of food, shelter, and necessary clothing. Unless 
luxurious waste be an indication of superabundant resources, 
it must denote a want of balance in the various purposes to 
which the available resources are applied. 

In economic discussion, no word is more frequently 
employed, no conception more essential, than that of value. 
As used in ordinary discussion, value denotes either of two 
different ideas. In one use it denotes the importance of 
goods of a given description to the user of them. As we 
shall see, this value-in-use, or utility, is not an unchanging 
characteristic of goods, or even a uniform result of the relation 
of goods to human wants. 

The second use of the term value is to denote the power 
to procure other things in exchange, which useful goods have 
when they are not available in unlimited supply. Thus, the 
possession of a sack of flour may be important from either, 
or both, of the two points of view. To one person the 
importance of the possession of the flour may lie in the 
assurance thus afforded of a supply of food for himself, and 
for any dependent on him. To another, its importance is 
derived from the fact that it can be sold, and, from the 
proceeds, a variety of useful or agreeable things be purchased. 
In the one case it is a direct utility which is the measure of 
the estimation in which the goods are held. In the other, it 
is an indirect utility, or group of utilities, afforded by what is 
obtained in exchange for the goods. 



INTRODUCTORY n 

It is best to employ the word value to designate the 
latter aspect of the importance of commodities, and to 
denote the former by the word utility or value-in-use. In 
view of certain striking features of resemblance between the 
two aspects of the property in question, it may be asked why 
the word value is proposed to be restricted in its application 
so as to refer to the latter case only, when used alone and 
without qualification, expressed or implied in the context. 
The reason is not far to seek. In the one case we are con- 
cerned with an estimation which is personal, private, peculiar. 
In the other, the private and personal features are obscured, 
at any rate when the exchange of the goods is conducted in 
an open market where many dealers meet. The peculiarities 
of the individual estimation count for but little in the face 
of many other estimates. The property we call value thus 
comes to be based on something else than the idiosyncrasies 
of the individual who happens to own the commodity whose 
value is in question. Value may almost be said to denote 
the public aspect of the quality which, in its private aspect, 
we call utility. Another view of the relation between these 
qualities is presented in the next chapter. 

Reference to the discussion on the connotation of the word 
wealth will show that it is applied to all goods which have 
exchange value. Where utility is absent, exchange value is 
nil, and the objects in question will not be wealth. If goods 
have value in exchange, they must be capable of change of 
ownership, and not be freely available in unlimited amount. 
Thus wealth comprises goods which have value, or valuable 
utilities. Economic studies deal with man's relation to 
wealth as consumer and as producer. In modern life the 
consumer of goods is not generally also their producer. 
One fabricates, another uses. The maker gets his livelihood 
by exchanging his products for other products. This 
exchange is covered by a sale of the products for money, 
and a purchase of articles for consumption out of the proceeds. 
The fact of the exchange being one of product for product is 
not altered by separating the transaction into two stages. 
Exchange is the pivot on which all the rest of economic 
organisation turns. The terms on which exchanges can be 



12 ECONOMIC PRINCIPLES 

effected determine the distribution of the joint product of 
many producers among these producers. In passing from 
producer to consumer, therefore, goods are exchanged, and 
the distribution of the value of the goods among the co- 
operating producers is a result of the terms on which the 
exchanges take place. Thus, in arranging the lines of 
division which it is convenient to draw in a systematic study 
of economics, the threefold division of production, distribution 
and exchange, consumption, satisfactorily meets the needs of 
the case. Each section must deal with conditions which 
concern other sections, for the efficiency of production is 
vitally affected by the degree of satisfaction realised in the 
processes of distribution, and the ends which will be sought 
in production are determined by the conditions of con- 
sumption. 

In prosecuting our enquiries into the nature of the con- 
nections between different phases of economic activity, we 
may adopt either or both of two methods. The one, known 
as the historical or a posteriori method, sets out to discover 
economic principles as exemplified in the records of the life 
of peoples in the past, or as shown by a comparison of 
the present-day facts of different communities. The other 
method, known as the a priori method, endeavours to arrive 
at economic principles by logical deduction from well- 
ascertained facts of human nature, considered in relation 
to the environment within which the principles are to be 
operative. The great complexity of the conditions con- 
templated in any record of history renders it extremely 
difficult to proceed with certainty by the mere examination 
of facts. Facts teach nothing until they are arranged so as 
to show some prevailing tendency. The mode of arrange- 
ment must be determined on some principle or other, and 
the best principles of arrangement which can be adopted are 
indicated by careful study along a priori lines. Yet these 
lines of study must be inadequate unless the basis of argument 
is both judiciously and accurately selected. Reflection on 
the most universal characteristics of humanity may supply 
principles which can be utilised in a closer enquiry, as to the 
extent of the validity of these principles and the operation 
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of modifying influences, thus providing a broader basis on 
which to push the a priori argument further. Fresh 
guidance, for correction of the hypotheses of the argument so 
as to bring them into accordance with actuality, may then be 
sought in historical enquiry. Thus the two methods may, 
and must, proceed hand in hand. They have done so to a 
large extent. The method followed in the present volume 
is mainly the a priori method, but the use of this method is 
not meant to imply the neglect of the other. The broader 
generalisations need constant qualification to adapt them 
for application to special groups or conditions, and the 
appropriate qualifications can only be discovered, in general, 
by a study of various sets of facts. The frequent appeal to 
statistics which is made by theoretic writers on economic 
subjects, is an example of this reliance on historical methods 
of enquiry, for the data of their arguments, or to provide 
illustrations of the operation of the influences whose effects 
they are discussing. 

The data of economic arguments are comprised in three 
principal groups of facts. First, the facts of physical nature, 
such as those relating to the way in which the return to 
effort expended in the cultivation of land varies with the 
amount of effort devoted to any particular area. Secondly, 
the facts of human nature, such as the mode and extent of 
occurrence of self-regarding motives in economic action, and 
of regard for members of the same family, tribe, nation, 
trade, or profession; the degree of enterprise, intelligence, 
foresight, trustworthiness, caution, etc., displayed by any 
economic group which is the subject of study. Thirdly, 
such facts of social organisation as the nature of the rights of 
property, laws relating to inheritance, bankruptcy, etc., which 
prevail in the society which is the subject of study. 

These different sets of facts are not related to economic 
argument in quite the same way. The first group must be 
accepted as practically unalterable, but the others are under- 
going change in any particular community, though many of 
them change but slowly, and some change the mode of their 
manifestation rather than their real nature. In different com- 
munities, the differences in the characters of the people, and 
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in their customs and institutions, must be taken into account, 
if we would judge rightly of the application of general 
economic principles to their special circumstances. 

In order to deal with the complex facts of actual life in 
any satisfactory manner, it is generally advisable to deal with 
them a few at a time, and thus obtain clearly defined prob- 
lems for solution. This is especially necessary in the early 
stages of economic analysis, before the habit has been formed 
of keeping qualifying conditions in view, and making the 
necessary allowances for their effect on the conclusions to 
which we are led. A satisfactory examination of a part of 
any problem of actual life, is likely to be preferable to an 
unsatisfactory attempt to handle the confusing perplexities 
of the complete problem. The latter may lead in an entirely 
wrong direction, without satisfactory indications of the cause 
and extent of error. The former may be wrong through 
incompleteness, but the half truth it presents, being known 
to be but a part of the truth, invites completion, and thereby 
correction. In other branches of knowledge a similar pro- 
cedure, in handling artificially simplified problems for the 
purpose of learning the fundamental principles applicable to 
such cases, is followed with advantage. When these funda- 
mentals have been duly studied, the attention can be given 
to more complex problems, more nearly representative of 
real conditions, and thus, by the continued application of 
the same method, the realities of experience may be handled 
with some assurance. When directing our attention to 
especially prominent features of industrial or other economic 
problems, then, we shall proceed always as if the statement 
of the case had included the phrase "other things being 
equal," or an equivalent expression, unless the opposite be 
distinctly stated. 

The assumptions which generally underlie an economic 
argument, that is the facts which are of sufficient universality 
to be accepted as general data even when not specially 
named, may be briefly indicated, so far as their general nature 
is concerned. First comes the assumption that men desire 
wealth and endeavour to secure it at as little cost to them- 
selves as possible. In the business relations of men, at 
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any rate, this principle cannot be denied. Whatever altruistic 
motives may direct the spending of a man's income, in the 
getting of it he is mainly dominated by self-regarding 
motives. In accepting as a datum the prevalence of action 
by each man directed to secure his own interests, it must be 
observed that this is treated as a fact, not commended or the 
opposite. We desire to investigate the tendencies of things 
as we find them, and no greater mistake could be made than 
to suppose that economics is a kind of gospel of selfishness. 
Next come the recognition of the tendencies which lead to 
the multiplication of the human species and the conditions 
which limit the increase of numbers. The fact that the 
extent and fertility of the earth are limited, and that increase 
of energy devoted to the cultivation of the soil is not con- 
tinuously repaid by a proportionate increase of product, is, 
as has been mentioned, an important fact in its bearing on 
numerous problems of social life. An assumption of very 
great importance, the existence of which, as an assumption 
in economic arguments, is so much taken for granted that it 
is frequently overlooked, is that men are capable of judging 
of the efficacy of means to an end, and that the easiest means 
will be chosen to reach any desired end. This assumption 
is as fundamental as the assumption of action from self- 
regarding motives, and it need hardly be remarked that it is 
not universally applicable in an absolute sense. If, however, 
men are to be treated in our arguments as unreasoning and 
unreflecting beings, neither caring nor knowing what results 
flow from any particular action, it will be necessary to rely 
on our knowledge of habits of action instead of arguing for 
intelligent action, for habits change but slowly, and hence a 
knowledge of the habits of the past forms a guide for the 
future. The principle of the satiability of wants forms also 
a practically universal datum in economic discussion. By 
this is meant that when a man's supply of any commodity 
increases, his desire for more decreases, and that he arrives 
at a point where he prefers to apply any available resources 
to procuring supplies of other commodities, rather than to 
increase his supply of the particular commodity under con- 
sideration. This is true of each class of goods in turn. 
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Further, the existence of competition is, generally, also 
assumed. By this is meant much more than can be briefly 
expressed here, but it generally includes the assumption that 
men are free to follow the course which commends itself to 
them as most suited to their conditions and the ends at 
which they aim. Artificial exclusion from industries or 
occupations which they might be suited to enter, and 
which they desire to follow, is inconsistent with the as- 
sumption of free competition. In reference to this assump- 
tion, as with some of those which precede it, it is known 
not to be universally applicable, and it is consequently 
recognised as necessary to endeavour to introduce, into 
problems where it is markedly deficient, some allowance 
for the lack of correspondence of some features of the 
problem with this part of the general basis of argument. 
In some cases the entire absence of competition, in some 
part of the field surveyed, forms part of the data of the 
problem. 

Before proceeding to the discussion of the influences 
which operate in determining the relative values of com- 
modities and services, the conception of capital, and its 
correlative income, must receive a brief consideration. The 
idea of capital is associated with those parts and forms of 
wealth which are used to secure future wealth rather than 
present gratification. The appliances of production, tools, 
materials, buildings, etc., form a prominent and characteristic 
part of the capital of the community. The essential features 
connected with the conception are that it embraces the 
wealth used to produce or secure a future income. Now the 
income may be a trade income, or a supply of goods secured 
by the use of the capital in business operations ; or it may 
be an income of personal satisfactions directly secured by 
the actual use of the capital. Thus a yacht yields to its 
owner an income which may take the form of the price 
received for its hire, or may take the form of the gratifica- 
tion derived from the use of a yacht by a yachtsman. The 
gratifications are afforded as a direct income of utilities to 
the owner of a private yacht ; analogous gratifications are 
secured by the hirer of a similar yacht, but the owner 
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receives a price for the hire, which we regard as the income 
derived from ownership. In the latter case the yacht is 
trade capital yielding an income in money; in the former 
case the yacht is performing similar services, but its owner 
is the recipient of an income of direct utilities, and the yacht 
would be classed as consumption capital. Narrower defini- 
tions of capital have been used, which would exclude all 
capital which is not trade capital, but to refuse to recognise 
as capital things precisely similar in form and nature, and 
similarly related to all concerned in enabling the utilities to 
be procured by their use, introduces a too artificial line of 
division. Some capital renders its income of services to its 
owner ; other capital, rendering a like income of services, 
renders them to others than the owner, and the owner derives 
an income in money or its equivalent by affording to others 
the opportunity of procuring that direct income of services. 
In the light of this conception of capital, the controversies 
as to the changes in the amount of capital which result from 
changes of intention on the part of an owner of commodities, 
the decision to turn them to the use of himself or family 
alternating with the intention to use them for business 
purposes, may be dismissed. There is no difficulty in 
conceiving of variations in the proportion of the total 
capital of any community which is devoted to trade, varia- 
tions due to the whim or fancy of owners of portions of 
the capital, though it was not a proposition readily accept- 
able that the amount of capital in existence could so change 
from moment to moment, now increasing, now decreasing, 
while no change occurred in the actual commodities 
existing. 

Some goods, by their nature, will generally form part of 
trade capital, others form trade capital or consumption 
capital according to circumstances. Thus a piano, or even 
the whole furniture, including ornaments, pictures, etc., of 
a house, may be hired as a business transaction, and the firms 
which keep such goods for hire hold them as trade capital. 
For a majority of people, however, household effects are 
owned by their users, and it is not customary to think of 
them as capital. Yet they form as real a part of the equip- 
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ment of the community for the service of its members in the 
one case as in the other. If this view of capital be pushed 
to its extreme, it will make the definition embrace all pro- 
duced wealth not yet consumed, even though it take a form 
of little durability and the act of consumption be in pro- 
gress. Thus the food on the table at a family dinner 
would be included. But may it not be asked when food 
handled by the staff of a hotel ceases to be capital? 
Even here, then, the difference lies in the ownership during 
the last stages of preparation for use, rather than in the 
nature of the goods. Thus the application of the term 
capital in this case is less strained than appears at the first 
glance. 

The relation of land to capital calls for consideration. 
The form of definition frequently adopted for capital describes 
it as the product of past labour. Thus land is excluded, 
since, in its essentials, it is a gift of nature, not the product 
of labour. From the point of view of individual producers, 
however, land is commonly looked on as part of capital. 
They have exchanged, in many cases, the ownership of other 
valuable goods for the right of ownership of the land. 
Frequently, too, the services which the land can render are 
due rather to the labour spent in modifying its natural con- 
dition than to other causes, and form but a modest reward 
for that labour. In the shape of improvements capital gets 
bound up with land, but, generally speaking, the capital 
which is associated with any particular piece of land can be 
either increased or decreased at will. The land is provided 
by nature. It can be made more accessible by man's efforts, 
or more capable of bearing crops, or otherwise aiding man's 
work as a building site. Its amount cannot, however, be 
increased or decreased by human effort, and some of its most 
essential characteristics are beyond the control of man to 
modify or destroy. Hence land does stand in a different 
category from capital when looked at from the point of view 
of the community. To the individual it appears as a par- 
ticular productive instrument, and whether it owe its power of 
rendering service to human labour or to nature, is practically 
a matter of indifference. Its qualities, rather than how those 
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qualities came into existence, are the matter of importance. 
It will be seen later that the fact that land is not a produced 
good, though it may be an appropriated good, makes it 
typical of specially important conditions in the theory of 
distribution. 



CHAPTER II 
DEMAND AND VALUE 

THE interest of modern economics centres about the 
problem of value. What are the fundamental causes 
of value in commodities ? Why is the value of one com- 
modity great, that of another small ? How can changes in 
the value of a commodity be explained? The answers to 
these questions will provide us with the key to the distribu- 
tion of wealth among the classes of persons whose co-opera- 
tion is necessary for its production. The consumer is guided 
in his selection of goods for his use by a consideration of the 
values which he finds placed on the different goods that can 
serve his ends. His judgment of the comparative relation, 
of the serviceability of the goods for those ends, and the 
values of those goods, must affect his choice of goods for 
consumption, if that choice is made deliberately and intelli- 
gently. If it be made as the result of habit, the habit reflects, 
in all probability, a comparison of this kind, either by the 
consumer himself, or by the class or community to which he 
belongs, though the habit may persist when changes in value, 
or in the serviceability of commodities, have created a 
situation which would no longer justify the deliberate 
selection of the goods as means to achieve the ends in 
view. 

The producer, too, is under the control of the values of 
commodities. He will desire to direct his efforts so as to 
realise as great a value for his produce as possible. In 
selecting the goods to produce, and the means of production 
to be employed, attention must constantly be given to the 
amount of value which his output may be expected to have, 
and to the amounts of the values of the goods and services 
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which must be consumed in its production. With an isolated 
individual, or self-contained household, the aspect of value 
which influences action is the serviceability of goods, their 
utility to the producing individual or household. In modern 
developed communities, the greater part of the productive 
effort is directed to the production of goods for exchange, 
and only the minor part, sometimes a very small part indeed, 
is devoted to providing for needs directly. In regard to this 
latter part, the consideration of importance in reference to 
what is produced is, as with the isolated individual, its utility 
rather than exchange value. In devoting attention to ex- 
change value, then, that aspect of value which calls for most 
consideration is selected, while the fact that another aspect 
may have importance in particular connections is not ignored. 

Considerations relating to value are, then, of fundamental 
importance in the fields of production, of distribution, and of 
consumption and value therefore claims the most careful 
attention of the student. 

First, it is to be noted that value is not a property of 
commodities in any absolute sense. Value arises in virtue 
of the relation of commodities to persons. As needs change, 
both the absolute and relative importance of commodities 
will vary, and their values will be modified accordingly. 
Thus furs and fires have a very different degree of import- 
ance in summer and winter, in the tropics and in arctic or 
sub-arctic regions. 

Let us develop this conception of changing degrees of 
importance possessed by identical commodities as a result 
of changed needs. For economic purposes, perhaps the 
most important illustration of this principle is found in the 
decrease of importance which we assign to further supplies 
of a commodity as the result of having already acquired 
enough of it to satisfy our ordinary requirements. This 
decrease is progressive and continuous in the vast majority 
of cases. The more we already have of a thing, the less 
eager are we for more of that thing. Our most pressing 
needs for it are, naturally, satisfied while we are still not 
supplied with enough to gratify every desire which the 
possession or use of the commodity could gratify. But the 
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urgency of the desires left unsatisfied grows less as increase 
of supplies enables us to meet the progressively diminishing 
cravings for the satisfactions which the commodity can 
render. If we designate the least urgent of the desires 
which can be satisfied with any given amount of the 
commodity "the marginal desire,'' we can enunciate the 
principle that the intensity of the marginal desire for the 
commodity decreases as the supply of the commodity 
increases. The principle is otherwise phrased thus : The 
marginal utility of a commodity decreases as its supply 
increases. 

If we consider, not one person, whose cravings are 
gradually satiated, but a group or community, the application 
of the principle is not less general, though some exception 
may be taken to the form in which it is expressed. The 
direct comparison of the urgency of the needs of different 
persons for any commodity is not feasible. We can only 
compare the offers made by different persons for additional 
supplies of a commodity. The amounts offered by different 
persons are affected, not only by differences in intensity of 
desire for the commodity, but also by differences in the 
amounts of other goods which they possess, and can offer in 
expression of their desires. Expressed in terms of money, 
such offers are known as " demand prices," and the principle 
previously enunciated takes the form : The marginal demand 
price of a commodity decreases as the amount already 
supplied increases. 

It should be remarked at once that this phrase has no 
reference to changes which result from lapse of time. Lapse 
of time is, indeed, associated with change in the kind and 
amount of consumption desired by a person or community. 
But such changes, so far as they result from changes in the 
disposition of the person or community, are not here in 
contemplation. The statement is merely that, the needs 
for, and capacities for appreciation of, the different supplies 
of the commodity which can be conceived of, being what they 
are, the greater the actual supply, the less the marginal 
demand price, that is, the less the urgency of desire for 
further supplies. 
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Accepting marginal demand price as an index of 
marginal utility, this principle is often referred to as the 
principle of diminishing utility. As above stated, it is of 
extremely general applicability. The exceptions may, how- 
ever, be deemed to require at least a passing reference. 
We shall refer to three different classes of exception. 

The first is not, in reality, an exception as the principle 
has been enunciated, and not a universal exception however 
the principle be regarded. It is the case, not of desire for 
one particular commodity, but for wealth in general, and for 
money as the means of procuring all other commodities. 
With some persons, and in some stages of the accumulation 
of individual wealth, it is observed to be the case that the 
appetite grows by what it feeds on. In a vast majority of 
cases, however, even if we regard wealth in general instead 
of some one particular commodity, it may be laid down 
that the more urgent wants are first satisfied, and that, 
therefore, additions to wealth could only be applied to the 
satisfaction of wants less imperious than those already 
satisfied. In so far as this is true, the marginal utility of 
wealth, and not merely of any one form of wealth, may be 
said to decrease as its supply increases. 

The second case may be illustrated by the victim of 
alcoholism, whose craving for more stimulant often grows as 
he gratifies it. 

The third case has as type the collector, whose desire 
to acquire any further extant specimens of things of which 
his collection already possesses examples, may become by 
so much the more intense as his collection approaches 
exhaustiveness. This case, again, is quite usually not 
strictly an exception to the principle laid down, as the 
desired specimens are often not identical copies of one 
article, but examples of a class. It may be admitted, 
however, as an exception to the general rule. 

There appear, further, to be some cases where, until the 
supply has reached a, more or less definite, considerable 
amount, desire for more grows with the supply, but a relative 
satiety is attained at last, and further supplies, even if afford- 
ing additional satisfaction, afford it in diminishing degree. 
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It is to be noted that satiety, in the true sense of that 
term, is not attained so long as any additional satisfaction is 
derived from further supplies. When the point is reached 
where further supplies are indifferent, neither affording added 
satisfaction, nor diminishing the gratification already secured 
from previous supplies, the consumer may be said to be 
satiated. He desires no more, but has no economic motive 
for getting rid gratuitously of any part of his actual supply. 

Reference is often made to satiety when a very different 
condition is really meant. On account of the decreasing 
serviceability of continual additions to the supply of any one 
commodity, it will constantly happen that more of some 
other commodity will be preferred to more of the one in 
question. Variety will be preferred to mere increase of 
goods of the same kind. This point of preference for other 
goods is not really a point of satiety, even though no further 
desire for the original class of goods be manifested till a 
large amount of other goods has been secured. At best it 
could be designated a point of relative satiety. It is 
certainly not to be called absolute satiety so long as any 
further satisfaction accrues from added supplies, as stated 
above. 

The infinite variety of human wants is a feature worth 
special notice, and has often been a subject of comment. 
Rarely are goods consumed to the point of absolute satiety. 
Before that is reached, the means available for procuring the 
supplies which would bring satiation, are directed to pro- 
curing the means of gratifying some other taste or need. 
Attention has been given by several writers to the order in 
which wants thus secure attention. Food, clothing, and 
shelter are the most imperative needs of human existence, 
but no very great amount of means need be expended to 
avert fear of suffering from sheer hunger or nakedness. In 
respect of variety, however, desire for food and clothing is 
very expansive, and both of these, as well as shelter, account 
for large expenditures where the desire to procure distinction 
affects the amount and kind of expenditure as well as the 
simple needs for life-preservation. Apart, too, from the 
desire for distinction, as the result of conspicuous consumption 
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of highly valuable goods, superior qualities of goods afford 
higher gratification than inferior qualities, and expenditure 
on food and clothing is capable of expansion, far beyond the 
limits provided by the sheer needs for existence, in procuring 
the satisfactions afforded by the consumption of superior 
qualities of food and clothing. The satisfaction of the more 
imperative cravings having been assured, the development 
of tastes of an aesthetic or intellectual character becomes 
possible. In affording gratification to these tastes, satiety is 
approached much more slowly than in the case of the 
elementary cravings, of hunger and the like. It thus appears 
to be in accordance with experience, that the more we have 
the more we want. Yet the sense in which this is true is 
not such as to negative the validity of the principle of 
diminishing utility, which may be expressed in a phrase 
corresponding to the one just used as follows : The more we 
have of any particular commodity, the less we desire to have 
more of that same commodity. 

The statement of the demand for any given commodity, 
whether the demand of an individual or that of a community, 
cannot be considered to be satisfactorily expressed by a mere 
record of the amount of commodity demanded at some one 
price, even though the price in question be that prevailing at 
the time to which the statement refers. A complete know- 
ledge of the demand requires, in addition to this particular 
" marginal demand price " corresponding to a stated quantity 
demanded at that price, further information as to the amounts 
demanded at each and every one of a series of prices 
sufficiently extensive to cover all probable changes which 
might supervene, even if it be not exhaustive, covering 
absolutely all possible prices. A tabulation of a sufficient 
number of prices, and corresponding quantities demanded, 
may suffice to indicate the direction, and approximate extent, 
of variation from these in the intervals between consecutive 
items in such a tabulation, since for practical purposes tables 
must be limited in extent. 

Such a record will reveal, among other interesting 
features, the noteworthy fact that, in general, the increases 
in the amount demanded do not maintain a constant pro- 
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portion to the corresponding changes of marginal demand 
price. When prices are high, and the demand, as measured 
by amount of commodity demanded, is small, a considerable 
fall of price is needed to cause a moderate growth in amount 
demanded. When prices fall to a low level, large increases 
of amount demanded are commonly consequent on quite 
moderate reductions of price, from any figure selected for 
purposes of making such a comparison. This proportion of 
growth in demand to fall in price is designated " elasticity of 
demand." If a fraction be formed, whose numerator is the 
proportionate (or percentage) increase in amount demanded, 
the denominator being the corresponding proportionate 
(percentage) fall in price, this fraction will measure the 
elasticity of demand over the range of the movement 
considered, and if the record apply to quite small changes, 
the corresponding fraction measures the elasticity of demand 
at the point selected as point of departure for the changes. 
As stated, in general, elasticity of demand is great when 
prices are low, but it may not always be small when prices 
are high. It may reach a minimum figure at some inter- 
mediate price-level, and again become great at high prices. 
For strictly luxurious expenditures the change from small 
elasticity of demand to great elasticity is a familiar fact. 
Fruits out of their natural season, forced to ripen at great 
expense by artificial means, are practically consumed only by 
the rich, and the extent of their consumption is not greatly 
increased by considerable reductions in price. Such fruits as 
are produced in great quantities at certain seasons, and are 
then sold at a low price, experience great elasticity of 
demand at such prices. Once brought within the range of 
expenditure of the masses of the people, the appetite of these 
masses is not readily satiated, and their demand is greatly 
stimulated by reductions of price, which, small in themselves, 
are considerable in their proportion to the price of the 
commodity, more considerable in their effect on the willing- 
ness of many to purchase largely. At prices which are low 
relatively to the means of even the poorer classes, goods 
which manifest a great elasticity of demand at moderate 
prices show a demand which has again become inelastic, 
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approaching complete satiety. So far as the wealthy classes 
are concerned, their share in the demand for fruit, when it 
has reached prices within the reach of the masses, is inelastic. 
Short of such prices they habitually consume nearly as much 
as they would care to consume even if the price fell to zero, 
and hence further reductions of price do not stimulate to 
increased consumption among them. This corresponds 
strictly to the above statement as to goods whose price is 
low relative to the means of the poorer classes. 

A question which presents itself in this connection is 
whether the importance of the satisfactions, afforded by the 
consumption of a given amount of a commodity, is modified 
by the fact that, in addition to that amount, a considerable 
additional quantity is actually consumed, affording satis- 
factions to wants of a less degree of imperiousness. It is a 
position not easy to realise clearly. Yet occasions arise 
when actual experience suggests a negative answer to the 
question. Take as example the anthracite coal strike of 
1902 in the United States. The price of coal rose to fully 
double the ordinary figure in many places, and a great many 
people realised that the satisfactions, ordinarily purchased at 
a given price, were really important enough to induce giving 
the double of that price in order to secure the means of 
satisfaction. Uses of coal which afforded lower degrees of 
satisfaction were restricted, and those who could not afford 
to pay the extravagant prices demanded for hard coal, i.e. 
those whose demand, expressed in terms of money, fell short 
of ruling prices, had to go unsatisfied, and to do as best they 
could to attain by some other means the ends usually 
attained by burning hard coal. Under such circumstances, 
we realise that the importance of the services rendered by a 
certain supply of a commodity is not to be measured by 
the price paid when the supply secured is larger than this. 
The series of marginal-demand-prices, corresponding to 
all the varied possible scales of supply, register, in fact, 
the utility of the marginal supply for each such scale of 
supply, and that utility is secured even when it becomes 
unnecessary to pay the full price to which we should be 
prepared to submit rather than abandon the particular use 
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served by that marginal supply. If we, then, take the series 
of marginal-demand-prices corresponding to supplies of i, 2, 
3 . . . units of commodity, and add them all together, the 
sum may be taken to express the total services rendered by 
the whole supply, though each and every unit is secured at a 
sacrifice corresponding to the utility of the marginal, or final, 
unit of the supply. The summation thus effected gives us a 
measure of the total utility of the actual supply of the com- 
modity. If, when in restricted supply, the commodity has 
a large marginal utility, its total utility when in plentiful 
supply will be correspondingly large, though its marginal 
utility be then quite small. Our ordinary index of the 
importance of a commodity is its price, which registers its 
marginal utility. There is a consciousness that such an 
index of the importance of very many commodities is 
inadequate, and it is considered anomalous that some of the 
things of greatest necessity bear very low prices. It is 
suggested that this proves price to be an unsatisfactory 
measure of utility, and that the word value is misapplied 
when used in reference to the low price of goods of 
inestimable importance. The consideration that it is the 
total utility of a commodity which is the indication of its 
importance to those who use it, while goods, some supply of 
which is indispensable, may exist in such abundance that 
a portion of that abundance can reasonably be applied to 
unimportant purposes, and that the least important of the 
purposes to which it is actually applied is the determinant of 
what consumers are willing to give for it, may suffice to 
explain the apparent anomaly. 

In fact, when reference is made to the utility of a com- 
modity, whether the term utility or value be used to denote 
the quality, it is not generally the specific utility of some 
particular part of the supply which is intended. No dis- 
tinction is drawn between the utilities of different parts of 
the supply in such a reference. If we are informed as to the 
quantity of commodity available, we can connect the value in 
exchange with that particular grade in the diminishing scale 
of utility which we have called the marginal utility. What 
is the lowest grade of utility which secures satisfaction out of 
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the available supply ? What is the highest grade of utility 
which fails to get satisfaction because of too keen com- 
petition for a limited supply? The value in exchange of the 
commodity is too great for the latter, but not too great for 
the former. If the grades of utility do not differ from each 
other by considerable amounts, the two limits named will be 
not far from identical. The measure of the exchange value 
is, then, the utility which is on the margin of not being 
realised, or the marginal utility. 

When this marginal utility is small, the value in exchange 
is small, however great the total utility of the commodity. 
The more nearly our supplies of any commodity approach 
the amount required for satiety, the smaller the marginal 
utility, and the value in exchange to which it corresponds. 
Thus, the more completely the resources of society are made 
available for our well-being, the smaller is the measure of the 
wealth they represent. If all our wants were supplied freely, 
we could count none of the supplies among our wealth, 
though, in a certain sense, our well-being would be far more 
effectively secured than now. The increase of well-being is 
certainly not inconsistent with a decrease of the exchange 
value of the goods we enjoy. Yet the study of the sources 
and modes of creation of wealth retains great importance. 
It is very far from being true that decrease of wealth is 
necessarily associated with increase of well-being. To have 
a share in a large aggregate of wealth will generally enable 
more wants to be satisfied than to have an equal pro- 
portionate share in a smaller aggregate. It is, further, of no 
small importance to note that, in those lands where a 
minimum of effort suffices to procure natural products 
sufficient for the simplest needs of existence, the supply of 
the means of meeting the more complex needs has not, 
generally, reached a high level of abundance. Man is 
induced to do little except under the stress of necessity, but 
the development of his capacities, under that stress, puts him 
in a position to command more that is worth having than 
falls to him when the lavishness of nature encourages 
indolence. 

Changes in the demand for a commodity, as that phrase 
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is ordinarily used, may be of either of two entirely dis- 
tinct varieties. A fall of the price enables some demands 
to become effective, which had not been so previous to the 
fall, and leads to a larger quantity being called for ; a rise 
of price destroys the effectiveness of some part of the 
demand, prevents those desires for the commodity, which are 
keen enough to lead to its purchase at the old price, but not 
sufficiently keen to outweigh the raised price, from attaining 
satisfaction, thus diminishing the amount demanded. The 
general appreciation of the services which the commodity 
can render may, meanwhile, remain unchanged; that is to 
say, the state of demand may be really unaltered while the 
amount demanded responds to changes of price quotations. 
Price-change, in fact, leads to extension or restriction of the 
amount demanded, or, as is commonly said, of the demand, 
though this phraseology does not really describe the true 
nature of what is occurring. 

Real changes of demand occur when the consumers of 
a commodity, regarded as a group, experience a change in 
their appreciation of the serviceability of the commodity. 
If this change be an increase, any specified price will evoke 
a demand for a larger quantity than before the change, 
while a higher price will be able to be exacted without 
decreasing the amount demanded. Should the change be 
of the opposite description, namely a decreased appreciation 
of the commodity, any particular price will not call forth a 
demand for so much as before of the goods, and, for any 
specified amount to be disposed of, a lower price than before 
the change will need to be fixed to ensure that the whole of 
that amount will be demanded. 

The first-named class of change merely deals with how 
large a portion of the would-be consumers may become 
actual consumers, the latter kind of change implies that the 
consuming group has undergone a change of constitution, or 
that a change in its tastes or habits has taken place. In the 
former case there is not assumed to be any change in the 
marginal utility of any given amount of supply, though a 
change in the amount of the supply is contemplated ; in the 
latter case there is contemplated a change in the marginal 
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utility of each and every amount supplied. The two kinds 
of change are quite distinct in nature, and are worth dis- 
tinguishing in discussing the problems which are presented 
for consideration in practice. The one kind of change may 
occur simultaneously with the other, and often does so, but 
confusion is likely to arise if the explanation of observed 
facts be sought in a reference to one of these causes of change 
alone, especially if the other cause should happen to have 
been the more important in the actual case presented. 



CHAPTER III 
EXCHANGE AND MARKETS 

IN the preceding chapter, attention was directed to the 
relation between the valuation of each unit of a com- 
modity by its owner and the supply of the commodity at 
his disposal, as also to the resulting differences in the 
relative valuation of different commodities, according to the 
relation existing between the supply of each and the pur- 
poses which can be served by its use. The comparison of 
the marginal utilities which the different commodities pos- 
sess is the basis of their relative valuation. But these are 
comparisons made by each person between the different 
parts of his stock of wealth. The valuations made, by 
different persons, of the same goods, will not be of necessity 
the same, since they depend on the relation between the 
supply each has and his capacity for appreciating the 
services or satisfactions which the use or ownership of the 
goods can procure. Different individuals, if in possession of 
precisely equal supplies of the same kinds of goods, would 
not necessarily make the same comparative valuations of the 
goods. Before proceeding to consider how this is likely to 
affect the production of goods, we may usefully examine the 
results which may flow from exchange, apart from the causes 
which affect the supplies of goods which are at the disposal 
of various persons. 

Let us suppose that two boys have been allowed to gather 
fruit for themselves ; the one, A, having secured apples, the 
other, B, plums. They carry off their spoil and proceed to 
an exchange, with more or less of businesslike bargaining. 
At first, each having an abundant supply, they are not very 
careful of the terms of exchange, and an apple exchanges for 
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five plums. At this rate, suppose three apples to be given 
for fifteen plums. This exchange appreciably diminishes 
the store which each has of the fruit he gathered, and, at 
the same time, diminishes the eagerness to obtain some of 
the other kind. Perhaps, at the start, A would have been 
willing to accept two plums for an apple, while B would have 
been willing to give as many as twelve in order to procure 
an apple. When B has procured three apples, he no longer 
cares so much to have more that he would give twelve plums 
for another apple, but would be quite ready to give nine 
each for one or two more. A, however, has secured a fair 
supply of plums, and does not care to accept for further 
apples fewer than six plums each. A new rate of seven plums 
for an apple presents advantage to both, and two more 
apples may change hands at this rate. After this, B does 
not care for more apples at any rate less than eight plums 
for an apple, but, if A wishes for more plums at this rate, one 
more apple may be exchanged for eight plums. B has now 
six apples, and his store of plums has been seriously dimin- 
ished. He will not give more than seven plums at the most 
for even one more apple. A has thirty-seven plums, and his 
apples are fewer by six than at the start. He may have had 
a dozen in all, while B had, say, sixty plums. A will not 
part with any further apples at a less rate than ten plums 
for an apple. Further exchange is, therefore, out of the 
question. The marginal utility of apples has risen for A, 
while that of plums has fallen, and vice versd, for B. For 
each, the marginal utility of the purchased fruit, which 
started by being high, and that of his own stock, which was 
low at first, have become approximately equal. It is to be 
remarked that no comparison is made between the utilities 
of either fruit to the two boys, but only between the utilities 
of the two fruits to A and to B respectively. 

This exchange might have proceeded differently if, 
irStead of beginning at a rate of five to one it had begun 
at a rate of, say, twenty-five plums for three apples. At 
this rate, suppose an exchange of three apples to be 
made. After this exchange, A may be willing to take 
more plums at any rate not less than five for an apple, 
3 
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and B not willing to accept apples at any rate exceeding 
seven plums for an apple. Agreeing to exchange at six 
to one, two more apples are exchanged, and then neither 
is willing to exchange more at any rate which the other 
will accept. 

The results of the two series of bargains differ, and the 
difference is due to the different rate established at the 
opening, itself due to the differences in bargaining capacity, 
which, in the first case, was supposed to give the advantage 
to B, in the second to A. This advantage is a relative 
advantage, meaning that the actual exchange approaches 
more closely to the limit beyond which one will not go 
than to the corresponding limit of the other. The bargainer 
who only gets nearly the least he would accept is the one 
who gets least relative advantage. Thus, when A would 
take anything beyond a two to one rate, B would yield 
anything not exceeding twelve to one. A five to one rate 
favours B more than A, a twenty-five to three rate favours 
A more than B. 

There is some one rate which differs from all others, in 
the fact that, when all exchanges have been made which 
both bargainers are willing to make at that rate, there is 
no other rate at which they are willing to make any further 
exchanges. If they can hit on this rate at the outset, it 
will be the rate which holds till they cease exchanges. 
Thus, if an initial rate of seven to one had been established, 
it is possible that five apples would be exchanged at this 
rate, and that, then, A would want more than seven plums 
for another apple, while B would not give as many as seven 
plums for another apple. 

There is a definiteness and finality about this rate which 
does not belong to any such tentative rates as may by 
chance be established in the way suggested above. So 
long as there are but two individuals concerned in the 
bargaining, and attention is paid to the momentary craving 
of each for a share of the goods possessed by the other, such 
rates are liable to be established. The more carefully the 
whole situation is weighed, the more complete the knowledge 
each possesses of the disposition and resources of the other 



EXCHANGE AND MARKETS 35 

party to the bargain, the more likely is it that the trade 
will 6pen at the one rate which will hold so long as any 
trading remains mutually advantageous. 

When the bargainers are not alone, but each forms part 
of a group, with varied desires and unequal resources, such 
tentative rates of exchange may also be set up. The 
individuals most anxious to effect a bargain may start the 
exchanges, and when they have finished, some of those 
remaining may have to be induced, by some modification 
of the rate of exchange, to part with some of their store. 
But if, before any rate is established, the dealers, as we 
may now call them, make themselves acquainted with the 
general supply of goods available for exchange by each 
side, there is a good deal of probability that the rate at 
which trade is opened will be that which will hold till the 
close. Those anxious not to lose a chance of disposing 
of their goods will be restrained from accepting terms of 
too little advantage, when they have discovered that their 
refusal of these terms is not very likely to lose them the 
trade. Thus, a difference between casual exchange between 
two individuals and the exchanges in a market, where many 
traders are gathered, is that a definite rate of exchange, the 
rate to which special attention was directed above, is more 
likely to be established in the market than in the case of 
casual exchange. 

A market is established wherever a number of dealers 
in the same commodity are brought together. The gathering 
in one place is not essential, for the purposes such a 
gathering serves can nowadays be accomplished, in a large 
degree, by use of modern methods of communication, the 
post, telegraph and telephone, or even by means of the 
press, more particularly by trade newspapers. The gathering 
in one place serves very largely to establish quick and 
effective intercommunication between different traders. 
Each can acquaint himself with the rates at which others 
are dealing, and can guide his own actions thereby. But 
these items of information can now be supplied without the 
necessity for having the actual presence of the traders at 
the same spot. To that extent, therefore, traders may form 
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part of the market though not physically present at a point 
where other traders are gathered. 

The organisation of a market can easily be seen to 
operate in the direction of establishing definite rates of 
exchange for the goods dealt in, rates which apply to all 
those trading in the market. The weak trader is supported 
by the knowledge of the rates at which others are doing 
business, if those others are stronger than himself, that is, 
holding out for a higher valuation of the goods they offer, 
a lower valuation of those which they propose to acquire. 
If the general state of the dealers is one of weakness, the 
few strong dealers will have little opportunity of pushing 
their advantage. Their skill in bargaining will not avail 
much if competitors are so weak, that the dealers on the 
other side can secure what they desire without needing to 
trouble these strong holders. Thus, the mere association of 
numerous dealers tends to the avoidance of extreme rates, 
though these might be acceptable to some of the traders. 

The example selected for discussion was selected for the 
purpose of bringing into prominence only the influences on 
rates of exchange which depend on the varying amounts 
of the supplies of the goods entering into an exchange. 
Reference to the way in which the supplies were acquired, 
or might be renewed, were purposely excluded. But, in 
actual practice, these conditions are also of importance. 
Let us vary our illustration so as to bring out this feature. 
We revert to individual exchange under primitive conditions. 
Suppose a fisherman and a hunter to meet after a day's work, 
and to make an exchange of part of their produce. The 
rate of exchange will be dictated by considerations of the 
desire of each for the goods of the other and of the supply of 
his own product which may remain to him after the ex- 
change. So far, the same ideas as in the former illustration 
will apply. But this encounter between fisherman and 
hunter may not be casual and exceptional. It may be 
repeated at more or less regular and frequent intervals. In 
that case, another consideration will influence the terms of 
exchange. The hunter will not regularly accept, for his 
game, what he conceives to be too scanty a proportion of 
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fish. His judgment of what is a fair bargain will be 
influenced by the average results of a day's or a week's work 
on the part of himself and the fisherman. If he be able to 
fish as well as the fisherman, he will be inclined to refuse to 
accept less than an average day's catch of fish in exchange 
for an average day's supply of meat. If he give heed to his 
greater skill as hunter, and the fisherman's greater skill in 
his occupation, he may set his limit at the amount of fish he 
could hope to secure, if he varied his diet by varying his 
exertions instead of by means of an exchange of products 
with his neighbour. The fisherman would have a similar 
limit, and thus the range of possible rates of exchange, 
which considerations of utility might permit, would be 
subject to such limitation as corresponded to the relative 
abilities of the exchangers in their own occupation, and in 
that of those with whom they effected exchanges. 

When, in place of two individuals, we consider whole 
communities, this side of the problem gains in interest. The 
limiting rates of exchange are not now concerned with the 
efficiency of a hunter when he goes fishing occasionally, but 
with the division of the working force of each community 
between the various occupations open to its members. If, 
on the whole, a week's work of a tailor exchange for more 
than a week's work of a bootmaker, though bootmakers will 
not take to making clothes as an alternative to continuous 
work at boots, there will be a diversion of supplies of labour 
from the one trade to the other. Some decrease of numbers 
of lads learning to make boots, and an increase of those 
learning to make coats, will result. A limit to the rates of 
exchange of products of work will not be the comparative 
output of the skilled tailor as tailor and as bootmaker. The 
output as bootmaker might well be small, since the proper 
training would have been lacking. The limit is rather 
afforded by the output as tailor of a skilled tailor and as 
bootmaker of a skilled bootmaker. The effective diversion 
of labour from one trade to the other, made as above 
described, enables us to regard the labour-energy of the 
community as applicable to the two trades, in such pro- 
portions as seems desirable in view of the demand for the 
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products, but so that we may treat the comparative results 
as if they were the results of alternative applications of the 
same labour-power, aided by the necessary machines, etc., 
required to give effect to labour. 

The development of the subject in relation to the values 
of products as to which an exchange can be fairly readily 
effected, between the industries concerned, of the labour and 
capital engaged in their production, will be taken up in the 
following chapter. 

When the readjustment of the productive facilities 
between different industries cannot be made, the final 
adjustment of exchange values, though by no means in- 
dependent of the conditions of supply, and of the variations 
in these conditions which may be induced by changes in 
the values, is more immediately dependent on the play of 
reciprocal demand. The transference of a part of the 
producing forces from the one industry to the other being 
blocked, the conditions of supply in each industry are only 
affected by the conditions of the other industry through the 
greater or less abundance of the products of that other 
industry which are available for exchange against its own. 
This case has a special application in reference to inter- 
national trade, and it will be taken up again in that 
connection. It has no small importance in regard to 
domestic industry, however, especially in reference to the 
exchange of the products of groups of workers between 
which there is no direct or indirect exchange of producing 
forces. Thus the hand-workers and the brain-workers are, to 
a considerable extent, separate groups in this sense. The 
selection of an industry for a youth entering on life depends 
on his faculties, and while a choice between different manual 
trades may be possible for one, a choice between different 
employments of the soft-handed type for another, the choice 
between hard-handed and soft-handed trades is only possible 
for the same individual in a limited degree. Thus the 
supplies of producing energy in these different groups are 
largely independent of one another, and the rates of ex- 
change of their products are more obviously and directly 
dependent on the conditions of reciprocal demand, than 



EXCHANGE AND MARKETS 39 

on these as modified by reciprocal adjustments of 
supply. 

The problem of the distribution of the product of 
industry, between owners of capital, land, labour, and 
directing power, is thus somewhat more closely related to 
the problem of relative values in international trade, than to 
that of the relative values of the products of different 
industries in domestic trade, where the free flow of producing 
powers between industry and industry can be accepted as 
approximately realised. 

Let us return to the question of market organisation as 
affecting the determination of values. In practice, the 
exchange of product for product does not take place directly. 
Each product is valued in terms of a common unit of values ; 
the values are expressed as prices. This again facilitates 
the arrival at a uniform basis of exchanges, a rate governing 
all the exchanges of the dealers whose association forms the 
market in question. The variation of the utility with the 
supply of each of the products, exchanged the one for the 
other, was seen to be important in arriving at a basis of 
exchange. When sales and purchases for money replace 
direct barter, the attention can be confined to the variations 
of the utility of one commodity only, the marginal utility of 
the money, either to purchaser or to seller, being treated as 
unaffected by the extent of exchanges accomplished. This 
simplifies the problem, and facilitates the determination of 
the rate of exchange, that is, in this case, the price, which 
will equate demand and supply in the market. 

Markets are, for some commodities, necessarily local. 
For others they may, effectively, extend to very distant 
places, and, further, supply and demand may be adjusted to 
the circumstances of the immediate present, or to those of a 
period of some duration. Commodities which are perishable 
need to be disposed of within a period of time, and for use 
within distances, governed by the perishability. Further, 
some commodities need to be made to satisfy the fancy of 
the buyer, and such fancies may be peculiar, so that the 
goods can only be marketed where the user of them is. No 
world-wide market can exist for personal services, for 
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example, and houses must be built on the spot where they 
are to be used. The limitations of marketability are not 
permanent and unchanging, even in reference to very 
perishable goods. The adoption of modern cold-storage 
devices has enabled fruit, meat, and dairy products to be 
supplied at great distances from their places of production, 
and thus enlarged the scope of the markets for these goods. 
The nature of the goods dealt in, too, influences the 
extent and perfection of organisation of the markets for 
dealing in them. Some goods must be examined by the 
buyer before purchase, other goods can be bought and sold 
by samples, the sample sufficing to show precisely what 
kind and quality of goods are being bought. In other cases, 
a classification or grading of the goods can be made, as in 
the case of wheat, which is dealt in both by sample and by 
reference to standards of quality expressed by recognised 
descriptions or numberings of the different qualities. This 
dealing in a commodity, not present at the time and place 
of sale, reaches its greatest perfection in the markets for 
bonds of governments and shares of industrial companies 
and the like, known as stock exchange securities. Different 
bonds of the same issue are practically identical for most, if 
not for all, purposes. Consequently, dealers may buy and 
sell these, with absolute certainty as to what is being bought 
and sold, even though the certificates are a long distance 
away. 

When goods can thus be accurately described, and cost 
little to transfer from place to place, suffering no deteriora- 
tion from keeping, the dealers in many far distant places 
form practically one market. The telegraph supplies in- 
formation as to conditions in all parts of the market, and, 
this essential condition being fulfilled, all the dealers are in 
effective competition with each other. 

When the knowledge of every dealer, of the supplies, 
and of the prices at which transactions in the goods he 
deals in are effected, is exact and complete, he will neither 
give more nor accept less than any other dealer in the same 
goods, allowance being made for any costs of transport from 
place to place. Thus, where a complete market organisa- 
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tion exists, there can be but one price for the same goods 
throughout the market at any moment, allowance being 
made for cost of transport when necessary. In the degree 
in which the nature of the goods, or the extent of the 
dealings which take place in them, render the organisation 
of the market for them less effective, this uniformity of price 
may not exist, and arguments, in which the assumption of 
such uniformity forms an important feature, need to be 
examined, in order to make such allowance as the case 
demands for irregularity of price. 



CHAPTER IV 
SUPPLY AND VALUE 

HAVING examined the general nature of the conditions 
of demand for any particular commodity, we must 
now give some attention to the conditions which affect the 
supply. When the supply of a commodity is limited, and 
the commodity thus in limited supply possesses utility, the 
grade of utility which, with all higher grades, secures satis- 
faction, is less or more important according as the supply is 
less or more limited. Whatever influences the degree of 
limitation of supply must necessarily influence the amount 
of the marginal utility, that is to say, must influence the 
exchange value of the commodity. 

Supply may be limited for three reasons at least. The 
actual amount of the commodity in existence may be beyond 
the influence of all human efforts, an amount to be accepted 
as a fact. The amount existing may be capable of ex- 
pansion, but the supplies may be under the control of 
persons who find a profit in imposing a limitation on the 
amount made available for consumers. But though neither 
of these limitations exist, the increase of supply may involve 
considerable expenditure of effort, and in that case the supply 
will only be enlarged if it be worth while to undertake the 
necessary expenses involved in procuring an increase of 
supply. 

As to the first case, the conditions are simple. A supply 
definitely limited in quantity, and in regard to which there 
is no need to consider the possibility of variation in amount 
in response to price-changes. A given amount seeking 
purchasers, the whole of which is to be sold, and no addition 
to which can be procured however much it may be desired. 

42 
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These conditions are realised in some few instances, 
approximated to in others. 

As the amount supplied is definite, we need only de- 
termine the one price, which is at once the highest at which 
the whole can be disposed of, and low enough to secure that 
a sufficient demand to carry off the entire supply will be 
encountered. The price which will ensure this will be de- 
termined by the state of the demand for the commodity. It 
will measure the marginal utility of the available supply. 
With a higher price than this, less than the whole supply 
will find buyers ; with a lower price, buyers will demand 
more in the aggregate than the total available supply. The 
price, therefore, in such a case, will depend on the conditions 
affecting demand. The supply is able to be taken for 
granted, is uninfluenced by conditions affecting price or 
demand, and is completely expressed in all respects by the 
mere quantity available. 

The problem is varied somewhat if the supply be such 
that, while anticipations of high prices will lead to increased 
offers of goods, yet the amount offered for sale cannot be in 
excess of a fixed quantity. The problem is reduced to the 
preceding if the price, which is adequate to ensure the offer 
of all possible supplies, yet falls short of the price which 
measures the marginal utility of this maximum supply. 
Since, in this case, it is unnecessary to contemplate the offer 
of anything less than the full maximum of supply, the con- 
ditions which would lead to the withholding of some part of 
that supply need not occupy our attention. 

But another variant of the problem is offered when we 
must take account of the possible restriction of supply, 
owing to the fact that the possessors of some part of it prefer 
not to sell the whole of their holdings at prices as low as 
those current at any particular time. In this case we cannot 
restrict attention to the utility of the goods to buyers and 
would-be buyers. We must consider also their utility to 
possessors who may become sellers. We revert, in fact, to 
the problem treated in the preceding chapter. The valua- 
tion of goods by sellers may be due to the direct utility 
which they possess, as consumption goods or as appliances 
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for production. In order to induce the owners to sell in 
such a case, the exchange value must be great enough to 
outweigh the valuation thus made. But sellers may with- 
hold supplies from the market in anticipation of a change in 
the market value of their goods. Only a part, even of a 
limited supply, will be offered on the market, if owners are 
confident of an improvement in the value of their goods 
sufficient to repay them for holding them. 

The illustrations most commonly used, of the case of 
supplies absolutely limited in quantity, are pictures of 
deceased artists, rare first editions of much prized works, 
and things of that class. The exchange value of these 
goods will be dependent on their plentifulness, and on the 
wealth of those who esteem them highly. If they be greatly 
desired by a considerable number of wealthy people, the 
effort to become possessed of the available supply, or some 
part of it, will lead to the placing of a high valuation on the 
goods. But such objects have, frequently, no approximately 
regular valuation. The accident of whether, at the moment 
of offering them for sale, an exceptionally wealthy collector 
develops a desire to secure them, may lead to wide vari- 
ation from previous valuations of similar goods. 

The conditions affecting the value of goods whose supply 
has an absolute physical limit, unrelated to their value, are 
not characteristic of commodities used in the satisfaction 
of regularly recurring everyday needs. But, though not 
illustrating the commonest conditions affecting value, these 
goods form no exception to the ordinary principles of value. 
They even illustrate those principles admirably. But their 
case is somewhat peculiar, and the importance of its 
peculiarities can easily be exaggerated. It is desirable 
to note that, in the mode in which limitation of supply 
arises, their case is not typical of mercantile transactions in 
general. 

The special consideration of the second case, that of a 
monopoly of supply, is reserved for the next chapter. It 
may, however, be noted incidentally that modern develop- 
ments are bringing into greater prominence the monopolistic 
control of industry. And not merely is monopoly, as such, 
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growing in importance, but also those forms of organisation, 
as a result of which the control of the supply of a commodity 
is dissociated from the winning of a profit by its supply 
alone; and thus increased attention must be given to the 
principles affecting the determination of prices under 
conditions which present substantially the same problem as 
those of monopoly. These conditions are not new, but 
they are requiring more careful study, because assuming 
increased importance. 

The third mode of limitation of supply introduces us to 
conditions fairly typical of the more general aspects of the 
problem of value. In what follows it will be assumed that 
we are dealing with the case of goods regularly produced 
for a regular market The sale of existing stocks is counter- 
balanced by replacing the goods sold by exactly similar 
goods. The production may be intermittent and the 
consumption continuous as in the case of grain, or the 
production may be continuous while the consumption is 
spasmodic as is approximately illustrated in the case of 
some season goods. Viewed from a somewhat broader 
standpoint than that of the moment, such irregularities of 
production or consumption may be ignored, or we may take 
the whole period, from one time of rapid production or 
consumption to the next succeeding, as the unit of time for 
the purposes of the problem. To consider merely the 
momentary situation throws us back on the problem of 
fixed amount of supply already considered. We shall, then, 
regard the cases now to be considered as cases of practically 
continuous production to fill the gaps made by a practically 
continuous consumption. Stocks in hand will merely be 
necessary in the same way as a reservoir may be usefully 
interposed between a continuously flowing stream and the 
places where the water is required for use, to regulate minor 
fluctuations in supply, and make a supply, which it may be 
impossible to arrange with strictly unvaried continuity, serve 
practically as a continuous supply, or adjust a regular supply 
to a more or less intermittent consumption. Under such 
conditions, though the goods which pass into consumption 
may not be identical with those which are just passing out 
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of the hands of producers, no point of importance arises to 
modify the problem as a result, and we may proceed as if 
they were actually identical. A dealer, who is neither 
increasing nor decreasing his business, must replace goods 
sold from stock by others obtained from the makers. It 
will be the cost of procuring fresh supplies which will be the 
principal feature influencing him in putting a price on the 
goods, rather than the actual cost of the goods which he 
sells from stock. If he procured his stock more cheaply 
than he could now replace it, he will generally not give 
away such an advantage. Competitors, who carry smaller 
stocks or no stock, will be obliged to quote prices 
determined by current costs, and hence he will not be 
driven to quote a lower price based on previous costs. If 
prices have fallen since his stock was laid in, he may desire 
to recoup himself for the actual outlay he has made, but 
rivals, who procure supplies* at current prices, will be in a 
position to undercut him, and hence competition, if keen, 
will compel him to base quotations on current costs of 
production, whether these be the same as, or different from, 
those which were incurred in the making of the particular 
articles offered for sale. In this respect, again, we may 
treat the goods sold as if they were actually those currently 
passing out of makers' hands. The hypothesis of a steady 
stream of production, and a steady consumption, enables 
this point of view to be taken. We deal with the organi- 
sation of production as if it had become settled on regular 
lines, and are concerned with the inquiry as to how those 
lines are determined by the conditions of demand and 
supply for the commodity considered. 

We have to do with a supply, not limited rigidly by 
natural conditions, or controlled by one or more monopolists, 
but which is capable of extension in indefinite degree. If 
it be not actually indefinitely extensible, the limits which 
concern us are not those of the physical possibilities of the 
case. The supply, though thus extensible, is not equally 
free to all. Its increase can only be secured on the con- 
dition of expending labour and thought. What limits does 
this condition impose upon the supply ? If we may assume 
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that producers are influenced by the ordinary commercial 
motive, of undertaking only those operations the return from 
which is estimated to be worth the effort and expense 
necessary to secure that return, we may also assume that no 
regular supply will be produced the expenses of production 
of which exceed the value in exchange of the product. 
The consideration of this position puts before us the expenses 
of production as a measure or index of the limitation of 
supply. As value was seen to result from utility combined 
with limitation in supply, it is not difficult to see that, 
besides finding a measure of value in the marginal utility, 
we can also find one in some way related to expenses of 
production. How related to those expenses is the point for 
inquiry. The relation arises out of a connection between 
the amount of supply and the expenses of producing that 
supply, and therefore the various modes in which these 
expenses vary with that amount may result in different 
connections between value and expenses of production. 

Consider any particular commodity, and take the total 
expenses of producing a given amount of it. Conceive of 
the comparison of the expenses of production of this amount 
with those for an amount greater or less than itself, and take 
the proportion of the difference in expenses to the difference 
in product. When this difference in product is only a small 
fraction of the total, we thus secure the measure of the 
marginal expenses per unit. 

These marginal expenses per unit may remain unchanged 
when the rate of production, that is the number of units 
produced in a given time, changes, or it may vary with the 
rate of production. If they be unchanged, the conditions are 
described by the term " constant costs." If they fall as the 
rate of production increases, and rise as it decreases, the 
term "decreasing costs" is applied to the case. While if 
they rise as the rate of production increases, and fall as it 
diminishes, the term " increasing costs " is applied to describe 
the conditions of the case. It is, for some purposes, con- 
venient to conceive of the relation of effort and sacrifice, 
rather than of expenses in money, to the product. The 
above three cases, if we thus compared product with pro- 
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ducing effort instead of with the expense incurred in securing 
the control of that effort, would be referred to as manifesting 
respectively constant, increasing, and decreasing returns. It 
may be noted that, though, for different scales of output of 
the same commodity, the industry may not always be found 
in the same one of the three classes here distinguished, the 
actual situation must be included in one or other of the three 
variations of the relation of expenses to output. 

If we are enquiring merely what conditions will lead to 
a supply at a given cost equal to the demand at a price 
adequate, but no more than adequate, to cover that cost, it 
may appear that we are not concerned with the differences 
between constant, decreasing, and increasing costs. That 
might be a tenable view if the actual conditions encountered 
in practice were not such as to make the rate of supply vary 
from its average amount from causes which may be described 
as accidental, as well as from the deliberate actions of pro- 
ducers. Will such accidental variations lead to permanent 
change in the relation of supply to demand or not ? This is 
an enquiry of the greatest importance. A ball resting on a 
flat surface may be rolled along and stopped at any point, 
displaying no tendency to return to its original situation. If 
it be placed in a bowl, and rolled away from the bottom of 
the bowl, it will roll back again, while if it be placed on the 
top of an inverted bowl, a very slight displacement from its 
position of rest may send it rolling still further from that 
position. The shape of the surface on which the ball rests, 
whether flat, or like the bottom of a valley, or the crest of a 
ridge, is of importance if the ball is subject to disturbance, 
for it determines whether large changes may result from 
trivial disturbances or not. Similarly with regard to the 
balance of the forces which stimulate to an increase and 
those stimulating to a decrease of the scale of supply. It is 
not sufficient to direct attention to the point of equilibrium, 
but we must also consider the consequences of the disturb- 
ances to which such a condition of equilibrium is subject. 

The relation of costs to scale of production may be con- 
ceived of, either from the point of view of an individual 
producing establishment, or from that of the industry, 
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concerned with the product under discussion, as a whole. 
The value of the product will be related to the aggregate 
supply from the entire industry, and the aggregate demand. 
The stimulus to change of the rate of production is found in 
operation in the individual establishment. When constant 
costs prevail in the separate establishments, it is clear that 
no establishment can permanently contribute to the aggre- 
gate supply, unless its costs per unit are not greater than the 
value of the goods when produced. When increasing costs 
are found, each establishment will be able to contribute to 
the supply, with profit to itself, only to the extent to which 
its marginal costs are not in excess of the value of the goods. 
The aggregate supply may be maintained while great 
changes take place in the distribution of the production 
among the various producers. Some may increase their 
output while others decrease theirs, new producers may enter, 
while bankruptcy and other causes lead to the cessation of 
supply from some of the older producers. These changes 
may be accompanied by temporary disturbances of the 
balance of supply and demand, but may or may not disturb 
the general conditions determining the volume of supply and 
the intensity of demand. 

In this chapter we are contemplating a supply by 
numerous competitors, striving to secure a share in the 
market for their product. If each contribute but a small 
fraction of the aggregate supply, the variations of that supply 
will be due to the efforts of producers to secure all the 
advantage which can be obtained from any changes in their 
share of the supply, but we need not assume that any of 
them deliberately aims at affecting the market price by 
changes in his own share of the supply. The total supply 
will affect the price, but, as it is not under any unity of 
control, it cannot be considered as adjusted to some desired 
level of price and of profits. If individual producers antici- 
pate changes' in the aggregate supply, they will adjust their 
output to the conditions of price likely to arise from such 
changes. Practically, therefore, where numerous competitors 
are in view, the feature of importance is the adjustment by 
each of his own production in view of the value which it 
4 
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will have as a part of the aggregate supply* The value can 
be taken as fixed beyond serious disturbance from efforts of 
any one producer. In this the contrast with monopolised 
supply, whether controlled by a single producer or by a 
combination of producers, is marked. Under monopoly, 
as will be seen, the quantity of supply is adjusted with 
deliberate reference to the influence of variations of that 
quantity on the value of the commodity. The same is more 
or less true when individual producers control so large a 
fraction of the aggregate supply that they can influence the 
price by restricting their supply or expanding it. 

Let us now consider our three classes of conditions of 
supply in order. First comes the case of constant expenses 
per unit of commodity. If the price obtained be equal to 
these expenses (supposed to include hire of labour and 
capital, cost of raw material, and wear and tear allowances 
for buildings, machinery, etc., together with a profit sufficient 
to make it worth while to undertake the risks of the trade), 
and the total supply be such that its marginal utility falls to, 
but not below, the level measured by the price, the demand 
will be for the precise amount supplied, and, in the absence 
of disturbing causes, such a condition might be permanent. 
An equilibrium of supply and demand is established, at the 
level of price, and with the amount of supply, indicated. 

Now suppose the supply to be increased beyond the 
equilibrium amount. The expenses per unit are equal to 
the old price, but the marginal utility of the enlarged supply 
is less than that of the old supply, and the demand-price is 
the measure of marginal utility, and, for the enlarged amount, 
is, therefore, less than the expenses per unit. The supply, 
under these conditions, namely, that the price, above which 
the whole supply cannot be disposed of, is below the 
expenses of production, is unremunerative, and cannot be 
permanently maintained. Competition to share in the 
advantages of such a market is not keen, and to withdraw 
from the competition means to reduce the supply. A 
reduction of supply may therefore be confidently anticipated, 
that is to say, a movement towards the equilibrium conditions. 

Next suppose the supply to be decreased below the 
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equilibrium amount. The marginal utility of this lessened 
supply is greater than that of the old equilibrium supply. 
The demand-price therefore rises, and the whole may find 
purchasers at a price above the equilibrium price, that is, 
above the expenses of production. To share in such a 
market is advantageous, and competition to share in it more 
largely means increase of supply. Producers who seek 
these advantages will therefore enlarge their output, while 
some may be attracted, from other lines of business, into 
the industry in question. Thus a movement towards the 
equilibrium amount of supply is stimulated. 

We have seen, then, that whether the supply be greater 
than, or less than, the equilibrium amount, the forces of 
competition will stimulate to a movement in the direction of 
that amount. At the equilibrium, price measures at once 
the cost of production per unit, and the marginal utility of 
the supply. A supply and price thus in accord with the 
economic forces in operation is called a normal supply and 
a normal price. 

If we turn to the consideration of the second class of 
conditions of supply, much of the above argument will again 
apply. In this case the increase of supply involves greater 
expenses of production per unit, decrease of supply means a 
lessening of expenses per unit, of commodity. If supply and 
demand are to be in equilibrium, the price must be adequate 
to remunerate producers of an amount whose marginal utility 
is measured by that price. In order to be adequate, it must 
suffice to cover the expenses of each and every unit of the 
supply. Additions to the supply involve expenses per unit 
which are greater than those attending the supply of 
preceding units. The price must be adequate to cover these 
expenses in every case, if we are to regard the supply as 
steadily maintained under the inducement of this price. 
The expenses of production of the most expensive unit of 
the normal supply must therefore be covered by the 
corresponding normal price, that is to say, the marginal 
expenses of production are equal to the price which equates 
supply and demand. That price suffices to induce a supply 
of such amount that its marginal utility is measured by the 
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price. If the amount of supply be less, its marginal utility 
is greater, and its marginal expenses of production less, 
while if it be greater, its marginal utility is less, and its 
marginal expenses of production greater. The lines of 
argument followed above in the case of constant costs may 
be repeated here, the only modification being in the fact 
that the stimulus to movement in the direction of the 
equilibrium supply is by so much the greater, as the 
expenses per unit vary, from the level of the equilibrium 
rate of marginal expenses, in this case but not in the former. 
At the equilibrium, price measures at once the marginal 
utility and the marginal expenses of production of the 
supply. Both utility and cost produce effects on the amount 
of supply which suffices for equilibrium. Together they 
determine the equilibrium. The influence of utility is felt 
in determining what price can be secured for a supply of 
given amount so that the whole finds purchasers ; the 
influence of cost is felt in determining whether it is profitable 
to produce that supply in view of securing the price so 
determined, whether the supply can be, economically 
speaking, maintained. The inverse method of statement is 
equally valid, and may be given in similar terms. The 
influence of cost is felt in determining what price is adequate 
to ensure a supply of given volume ; the influence of utility 
is felt in determining whether, at that price, the volume of 
supply is sufficient to satisfy all who desire to purchase 
at that price, or whether it can all find purchasers at the 
price. When we contemplate unchanged conditions of pro- 
duction and of demand, either constant or increasing costs 
being supposed to prevail, the value of the product suffices 
to remunerate the productive services concerned in every 
part of the permanent supply. Individual producers may be 
involved in misfortunes or mistakes which lead to their 
giving way to others wiser or more fortunate than themselves. 
Making abstraction of such changes of personnel among 
the producers, changes which may readily give rise to 
oscillations of supply about the equilibrium amount, it may 
be said that the most expensive part of the permanent supply 
is produced with a view to realising a reasonable profit at 
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the price anticipated, which, if we assume steady production 
for a steady demand, must be that corresponding to the 
equilibrium of supply and demand. Should conditions of 
production change in the direction of greater economy, this 
profit will be increased, and, by stimulating to an enlarged 
production, lead to a permanent increase of supply, and the 
establishment of a new position of equilibrium with demand, 
at a lower price. A similar statement may be made in 
regard to changes leading to increase of costs. Changes of 
taste or habit on the part of consumers may have correspond- 
ing effects, in causing a fresh adjustment of supply to the 
changes in demand that are thereby implied. If changes 
of both kinds are in progress together, the result may be no 
change of the price, or no change in the amount of supply 
needed to cause supply and demand to balance, but such a 
perfect compensation of the one change by the other is not 
in itself to be expected, and the new conditions of production 
and demand may probably lead to a new equilibrium, with 
modified price and supply, each either greater or less than 
before the change. Even during the transition, it may be 
possible to define the conditions of supply and of demand at 
the stage of change actually reached, and to deduce the 
amount of supply and the price which would be established 
under the influence of the conditions of that stage. When 
the change is a slow one, considerable interest attaches to 
the result of contemplating the temporary conditions as if 
they were final. When, however, the change is rapid and 
progressive, the examination of the goal of the change, and 
of the conditions associated with the situation which will 
be established when the goal is reached, possesses greater 
interest. When the goal is unknown, perhaps the most 
useful course is to follow the changing conditions, by 
conceiving of them as a series of consecutive states, 
stereotyped for purposes of examination, somewhat as if a 
series of instantaneous views of the momentarily dominating 
conditions were examined. The help thus rendered in 
understanding the current situation is not small. The 
adjustment of different parts of the social mechanism to 
changed conditions cannot be effected instantaneously, and 
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it is of importance to conceive of the direction in which such 
adjustment is taking place for the moment, the momentary 
goal, which is to be shortly replaced by another, and so on 
seriatim. Many of the changes, which recent history records, 
are in the direction of economising productive effort, and 
making enlarged supplies of numerous important com- 
modities easy of attainment. The improvement of industrial 
and commercial organisation, of appliances, of means of 
transport, all tend to reduce expenses over wide fields of 
productive effort. Thus the new positions of equilibrium 
are characterised by larger supplies and lower prices than 
prevailed formerly. But this is not inconsistent with the 
prevalence of diminishing returns at each stage of change ; 
and hence this reduction of cost, as the growth of bodies of 
consumers leads to corresponding growth in the scale of 
productive industry, introduces us to no new problem of 
equilibrium. It merely describes the sequence of the series 
of stages of equilibria corresponding to the series of con- 
ditions of production and demand conceived of separately 
and consecutively. 

A new problem is, however, presented by some of the 
conditions of modern industry, namely, those of the third of 
the classes of conditions of supply, known as that of increas- 
ing returns or decreasing costs. In some industries it is 
undoubtedly true that considerable increase of output could 
take place without a proportionate increase of expenses. 
Within wide limits the enlargement of the scale of production, 
not merely of the industry as a whole, but, in addition to or 
apart from this, in any particular producing establishment, 
would realise economies such as to enable satisfactory profits 
to be maintained even at reduced prices for the product. 
Where these conditions prevail, and the market for the product 
is not expanding, the enlargement of the scale of production 
of an establishment improves,/?*? tanto, its power of capturing 
a larger share of the existing market in competition with 
rivals who do not so expand their businesses. But, in a 
limited market, all cannot expand at once, and hence the 
expansion of some must imply the reduction of the number 
of competitors. If we conceive this process to be continued, 
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the ultimate outcome must be the controlling of the whole 
supply by one producer, or a division of the field by agree- 
ment between surviving competitors. The examination of 
the case of monopoly is deferred for the moment, and we 
merely note it as the logical outcome, in the long run, of 
conditions of increasing return obtaining in reference to 
supplies for a limited market. 

If the market is expansive, the case is somewhat different, 
though a good deal depends on the degree of expansiveness 
it may possess. With an expanding market, enlargement 
of the productive facilities of a business may not compel a 
struggle with competitors, to find an outlet for the increased 
product, so keen as to lead to the sacrifice of all the profits 
arising out of the economy of large-scale production, or, at 
any rate, may not involve the retirement of some of the 
producers to make room for the stronger rivals. The per- 
sistence of numerous contributors to the supply is possible 
so long as the market grows fast enough to provide room 
for the expansion of the output of the growing businesses. 
Further, the situation is likely to impose some limits on the 
capacity of individual establishments to expand. Continuous 
expansion demands continuous increase of capital, and time 
may be required to demonstrate the profitableness of such 
investments as a means of securing control of the necessary 
further supplies. Enlarged output may well mean changed 
organisation, in fact its profitableness may arise from changes 
in organisation, and these take time to carry out. Thus the 
market may have time to grow while the steps of expansion 
of production are being effected, and the persistence of 
competition, even under conditions of decreasing cost, be 
thus justified. 

At a given stage of industrial knowledge and business 
experience, too, though the enlargement of a producing 
establishment may be accompanied by a relative decrease 
of expenses within certain limits, beyond some definite point 
further enlargement may show no further economy, or even 
a decrease of economy, in the sense of relatively increasing 
expenses. The organisation on effective lines of the larger 
scales of production may, further, prove to task the capacity 
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of managers, so that a limit to the utilisation of all other 
sources of economy may be found in the limits to human 
powers of effective control. Thus, again, are suggested 
possibilities of continued competition, in spite of the existence 
of conditions of decreasing cost, and these possibilities arise 
out of limitations to the applicability of those conditions, in 
practice, without limit. 

The relation of cost of production to value is not so 
simple in conception, when we assume conditions of increasing 
returns, as in the cases of constant or of decreasing returns. 
The division of the market among the different members of 
the body of producers is determined by conditions less 
simple to conceive, even if not less simple in reality, in the 
former than in the latter case. Conceiving, however, of the 
balance of supply and demand in the following fashion, 
without reference to the question of how this division is 
effected and a continuance of competition ensured, the out- 
lines of the problem do not differ greatly from those laid 
down in the other cases. By the nature of the variation of 
marginal utility with supply, the marginal utility decreases 
as the supply increases. Under the assumed conditions, the 
price per unit which is adequate to evoke a given supply also 
decreases as that supply increases. If the supply price be 
always greater than the demand price for the same amount 
of supply, there can be no supply offered on a commercial 
basis, since all supply would involve loss. Hence, if the 
possibility of supply at a profit be assumed, the supply-price 
must fall as low as the demand-price for some scale of supply. 
Putting aside as improbable the identity of demand-price 
and supply-price for any considerable range of variation in 
the scale of supply, it follows that for some particular amount 
supplied the demand- and supply-prices are equal, and for 
lesser or greater amounts they are unequal. For a supply- 
in excess of the equilibrium amount, the demand-price may 
be greater than, or less than, the supply-price. If the 
former be the case, there is a stimulus to an enlargement of 
supply, and the balancing of supply and demand has no 
stability. If the latter be the case, the increase of the 
aggregate supply, beyond the equilibrium amount, involves 
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less profit than is realised at the equilibrium, and hence 
operates to restore that rate of supply which corresponds to 
equilibrium with demand. Similar statements apply to 
reduction of the scale of supply below the equilibrium 
amount. 

We need, now, to consider whether there is reason to 
expect that, for amounts of supply greater than correspond 
to equilibrium, the supply-price will be above or below the 
corresponding demand-price. The consideration that the 
indefinite increase of supply cannot possibly be accompanied 
by an indefinite reduction of supply-price, while with a 
greatly enlarged supply marginal utility does tend to vanish, 
leads to the conclusion that there must be scales of supply 
for which the supply-price is greater than the demand-price. 
If there be any scale of supply for which the supply-price 
does not exceed the demand-price, there must exist an 
equilibrium of demand and supply of the ordinary stable type. 

The term " supply-price " here used means a price adequate 
to induce producers to prepare, and offer for exchange, a 
supply corresponding to that price. It must, therefore, be a 
price sufficient to cover cost of production, and, if competition 
exist and be vigorous, the excess over cost of production will 
be not more than sufficient to afford such profits as com- 
petitors need to secure in order to continue in competition. 
Some writers use the phrase "necessary profits" to apply 
to the level to which competition tends to reduce profits, and 
such " necessary " profits are often taken to be included in 
cost of production. Read in that sense, the supply-price 
would become a measure of cost of production. 

It has already been pointed out that cost of production 
comes to exert an influence on value because it expresses 
a condition which must be fulfilled (i.e. the cost of production 
must be worth while incurring) if supply is to be maintained. 
But the condition may be more or less comprehensive 
according as there is contemplated a more or less complete 
adjustment of productive apparatus to the purpose of afford- 
ing the supply. A temporary need for increase of supply, 
or a temporary falling off in demand, cannot be met by 
corresponding adjustments of all parts of the requisites of 
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production. If the enlarged demand be not likely to be 
maintained, it will not be profitable to procure expensive 
permanent aids to production, whose services would not 
cover their cost before the demand shrunk to its usual level, 
even if it be physically possible within the available limits 
of time. On the other hand, the corresponding productive 
instruments cannot at once be dispensed with on a reduction 
of demand, and if a renewal of the old demand be anticipated, 
it will not be worth while proceeding far with the reduction 
of the apparatus of production, so as to correspond with the 
temporarily checked demand. Even if the change in demand 
be likely to be maintained, it will not be physically possible 
to adjust, without delay, all parts of the machinery of pro- 
duction to the modified scale of demand. For a time, 
therefore, the whole of the costs of production are not capable 
of variation, and hence not all the costs of production can 
operate to condition the volume of supply. If an increase 
of the variable part of the expenses be accompanied by an 
increase of product whose value exceeds the increase of ex- 
penses, it will yield a profit, a contribution toward the fixed 
part of the expenses. Whether it will be worth while under- 
taking such addition to the supply depends on the effect on 
the price secured, not merely for such additional supply, but 
for the whole. If the addition can be disposed of without 
affecting the market for the bulk of the supply, it may be 
worth producing, but the contrary if its sale spoil the market 
for the rest. With falling demand, during the process of read- 
justment of the productive equipment to the reduced require- 
ments, the reduction of output may often fail to reduce 
expenses to correspond to the fall in value, and a ruinous 
competition, to dispose of excessive production (excessive 
relative to reduced demand), may result in market values unre- 
munerative to producers. The correspondence of value with 
cost of production will not be again secured till the conditions 
of production are adjusted (approximately, at any rate) to the 
new conditions of consumption. Meanwhile, some producers, 
realising that their productive equipment has lost value, and 
with impending ruin as a stimulus, may put on the market 
quantities of product for disposal at any price which will cover 
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their current expenses, sacrificing income from their fixed plant 
as they would sacrifice its value if forced to realise on it. 
During the process of readjustment, then, the expenses 
directly incurred in producing a commodity, its prime cost, 
form a lower limit to value, but the total cost of production 
will not be restored as a measure of value until production 
is again held in check by the need of incurring those total 
costs as a condition of maintaining the supply. Even the 
prime cost may not be a lower limit to the amount which 
may be accepted for stocks which, produced by ruined firms, 
there is no intention of replacing, and in regard to which, 
therefore, their costs of production, even in the narrow sense 
of prime costs, have no influence on their supply. They 
cannot be conceived of as forming part of a regular stream 
of supply produced in view of an assured demand. 

With rising demand, the more permanent parts of the 
productive equipment will need to be strained beyond their 
wont, and the prime costs of an increase of supply may well 
be in excess of the prime costs for the supply for which that 
equipment is adapted. If the total cost of production do 
not greatly differ from the prime cost, the condition of 
obtaining an enlarged supply is submission to a valuation 
for the whole supply corresponding to the additional ex- 
pensiveness of increasing that supply. But if prime costs 
are a good deal less than total costs, the increase of produc- 
tion, yielding, as a result of the rising demand, a value 
greater than the same supply would have secured without 
that rise, affords a greater surplus of value over prime costs 
than before. The productive equipment yields an increased 
revenue, and this serves as a stimulus to its enlargement, if 
the increase of demand be likely to be permanent. So long 
as the cost of providing an enlarged equipment for produc- 
tion is less than would be reasonably remunerated by the 
revenue anticipated from it, when provided, the expansion of 
supply will be stimulated, and the competition of rival 
producers will induce a provision of such means of 
production up to the point where the total cost of production 
of the goods for which they are used corresponds to their 
value when produced 
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The scale of production, with reference to which an 
individual producer will need to consider the costs of pro- 
duction which he must incur in contributing to the market 
supply, may be determined by the nature of the business in 
which he engages and the facilities he can command. Thus 
an agriculturist is limited by the extent and quality of the 
land he can control, and by the climate, among other in- 
fluences. In other lines of production, while personal 
capacity and command of capital may be important con- 
siderations, the attainment of facilities for production, and a 
scale of output, of the same order as that of other typical 
businesses with which it is proposed to compete, may be 
reasonably contemplated in planning such competition. 
The economies which belong to the organisation of a 
business on such a scale may be counted on to reduce ex- 
penses, as well as the advantages of market organisation and 
the like which characterise the state of development of the 
industry in which the particular business is concerned. 
Where the conditions of decreasing costs prevail, an enter- 
prise which cannot anticipate the attainment of a full share 
in such economies will need to count on some counter- 
balancing advantage special to itself, in order to meet the 
" representative " business in competition without sacrificing 
part of that profit which is the inducement to its organisation. 
If, on the other hand, special conditions enable effective 
organisation on a larger and more economical scale than 
that of the " representative " business to be undertaken, no 
more of the profits of such economy will need to be sacrificed 
than suffice to enable the large output to be profitably 
marketed ; that is to say, that the cost of production in such 
exceptionally placed businesses will not be the costs which 
condition the extent of the total supply. This could only 
be the case if the industry were in process of passing over 
to monopoly conditions. In that event, the exceptional 
advantages of a large scale of production might be counted 
on to enable a ruinous competition with smaller businesses 
to be maintained. 

In providing the productive equipment for industry under 
conditions of increasing returns, then, the cost of production, 
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which is the basis of the estimate of whether such provision 
of equipment promises profit, is the cost incurred by- 
businesses which are " representative," in regard to magnitude 
of operations, and in access to facilities connected with the 
industry, either as matters of internal business organisation 
or of general industrial organisation. If the supply of pro- 
ducing facilities is to correspond with the demand for the 
commodity, the value of the commodity must be (anticipated 
to be) on the level of the cost of production thus conceived. 
The momentary supply is dependent on the actual means of 
production available, the adjustment of those means to 
demand depends on the relation of value to cost of production 
interpreted on the lines just laid down. 

Further, if conditions of increasing return prevail, and 
numerous competitors are engaged in the supply of the 
goods concerned, a temporary equilibrium implies the 
attainment of conditions corresponding to those which guide 
the investment of capital as just contemplated. If an 
equilibrium exist, there cannot be a sufficient reason for 
modifying the prevailing conditions of supply. The repre- 
sentative producer will, therefore, be under no inducement 
either to increase or to decrease his scale of production. 
This can only be interpreted to mean that there is realised 
in fact an output, and a profit, corresponding to that in view 
of which the investment was undertaken. 

As has been stated above, in most cases where decreasing 
costs accompany an increase in the scale of operation of an 
individual producing establishment, a point of maximum 
economy exists corresponding to the most complete utilisa- 
tion of the appliances provided, and the fullest employment 
of all the capacities for work and for management which are 
available. By the nature of the case, the extension of out- 
put, by a small amount, at this point, would mean additions 
to expenses just in the proportion of the addition to output. 
A large change would mean additions to expenses in greater 
proportion than the addition to the output. Just at the 
turning point from decreasing to increasing costs, that is, at 
the point of maximum economy, the marginal expenses per 
unit become identical with those average expenses which 
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cover prime costs and supplemental costs together, and 
represent the proportion of total expenses to total output. 
If we could suppose it possible to utilise to the full, at all 
times, the appliances provided, we might expect the point of 
maximum economy to be the point, the cost of production 
corresponding to which would measure the price at which the 
goods could profitably be supplied. But it is only at busy 
times that the applicances are fully utilised, and at ordinary 
or dull times they are often more than sufficient to permit of 
realising the greatest possible economy. Hence, in practice, 
at ordinary times some part of the productive apparatus lies 
more or less idle, the point of maximum economy is not 
reached, and the costs which measure the price at which re- 
presentative producers can place the goods on the market 
are not marginal costs of production. It is possible to look 
at the case from the point of view of a period of production 
long enough to include both busy and dull times, and to 
treat rather of the maximum economy, of utilisation of appli- 
ances, practically possible than of the maximum economy 
technically possible. The costs which condition supply are 
then somewhat greater than those corresponding to the 
highest technical efficiency of the appliances of the repre- 
sentative establishment, except when those appliances are 
being used to the fullest extent. Generally, therefore, these 
costs will not be marginal costs. 

We see, then, that where the supply of commodities is 
regularly organised for a market of reasonable steadiness, 
that supply is enlarged or restricted in accordance with 
expectations of profit, which expectations are based on a 
consideration of expenses on one side, and the prospect of 
realisation of a value sufficient to cover them with a profit 
on the other. In a case of such steady supply, it is possible 
to estimate the value anticipated by a consideration of the 
expenses undertaken. Such a measure has a concrete reality 
about it which does not belong to the estimate of the 
marginal utility, though this likewise may serve as the 
measure of value. It is not to be wondered at, therefore, 
that these expenses or, as it is commonly said, the cost of 
production, has been made to serve as the gauge of the 
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value produced. It is necessary to" be wary, however, in 
regard to the relation between cost and value. As shown, 
were cost negligible, value would be non-existent. Without 
cost, or rather without the scarcity which cost connotes, 
value would not appear. In this sense cost may be said to 
be a cause of value. But cost alone cannot be considered as 
the source of value. Were utility not present, scarcity, and 
its correlative cost, could not call forth value. Value is, in 
fact, the joint product of utility and of scarcity, and, of the 
latter, cost is, in the majority of cases, an index. 

If we may assume effective competition on both sides, 
that is, both on the side of buyers and on that of producers 
and sellers, the establishment of a definite value for a 
commodity results in a situation which may be briefly 
summed up thus. All who set upon any supplies of the 
commodity a valuation not less than the exchange value, 
will secure the supplies thus valued. On the other hand, all 
who can produce, and bring to market, supplies at a price 
not exceeding the exchange value are induced to do so. If 
the amount thus brought forward be sufficient, and not more 
than sufficient, to meet the requirements thus called into 
being, there is no reason for a change in the level of exchange 
value. If not, then some change will be likely to result, 
which may be said to aim at finding a value which will fulfil 
this condition. Many desires remain unsatisfied, perhaps, 
but they are desires the strength of which is insufficient to 
secure the commodity at its current value. Many would-be 
producers may fail to find employment for their energies in 
producing the commodity, but that is due to the fact of the 
value resulting from their efforts being insufficient to yield a 
sufficient recompense. 

Modifications of value may arise from changes of either 
the utility or the conditions of production of the commodity 
whose value is in question, or changes in regard to other 
commodities in reference to which its value is estimated. 
Considerations of the former nature cover sufficiently what 
may be said of the latter. Changes in the utility of a 
commodity, or, what amounts to the same thing, in the 
estimate of its utility formed by a would-be consumer, may 
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arise from changes of taste or of habit, and education and 
surroundings constantly produce profound changes of this 
kind. The influence of judicious advertisement must be 
sought, in great part, in the fact that it induces a belief in 
the utility of a commodity in minds previously not much 
impressed with that belief. As to habit, the fact that a 
demand for a commodity can be relied upon to last, if the 
habit of using it be once formed, is sufficiently well known, 
and that efforts to effect changes in such habits are made by 
astute dealers is also well known. When such changes in 
the estimated utility of a commodity have taken place, 
unless a corresponding change has taken place in its supply, 
a change of value is sure to result, in fact this change is the 
index of the change of utility. The gradual growth of the 
habit of using tramcars requires, for example, a great increase 
of accommodation to carry all who wish to travel, especially 
if the desire to travel is stimulated by lowering fares. The 
growing habit of desiring to use a tramcar probably counts 
for at least as much as the cheap rates nowadays demanded 
for that accommodation, and the improvement of the ac- 
commodation itself. 

Changes in conditions of supply arise from new dis- 
coveries, either as to natural sources of necessary elements 
for the production, or from inventions affecting the elabora- 
tion of those elements, improvements in chemical or 
mechanical processes, for example, or in business organisation. 
Changes tending to restrict a supply may, of course, also 
take place. 

A value once established for a commodity, is not, then, 
something permanent in its nature. If the term "normal 
value " be applied to it, it is only so long as the conditions 
of which it expresses the normal outcome are unchanged. 
Normal values undergo progressive changes as time passes. 
This is very necessary to bear in mind, because of an 
involuntary tendency to regard a normal value as a point in 
some way fixed. What is normal under one set of conditions 
may be far other than normal under a changed regime. 



CHAPTER V 
SOME SPECIAL PROBLEMS OF VALUATION 

IN the preceding discussion of value there has been 
contemplated the organisation of producing establish- 
ments with a view to the production of a single commodity, 
and a demand for that commodity without regard to any 
association of it with others for actual use by the consumer. 
It need hardly be remarked that such conditions do not by 
any means cover the range of existing facts, even if they 
represent any considerable part of them. This method of 
procedure, however, is desirable, indeed necessary, as a 
preliminary to the examination of more complex cases. 
Some of the typical conditions of these less simple cases 
will now be considered briefly. 

First, consider the case of the simultaneous production 
of two commodities in a single process of production, as 
when gas and coke, mutton and wool, wheat and straw, or the 
like pairs of products, are secured as the results of processes 
the expenses of which are largely, if not entirely, joint ex- 
penses, that is, such as would remain unchanged if one of the 
products should cease to be marketable. In this case, how 
can we arrive at, or can we arrive at, separate determinations of 
the prices of the two joint products ? In many cases there are 
other products besides the two chief ones, but we shall first 
consider the problems introduced by the second product of 
the industrial process, as if there were none but the two. 

There are two points of view from which the problem 
may be regarded. We may take note of the fact that the 
process of production results in quantities of the two 
products which bear a definite relation to each other, and 
one of which cannot be changed without a corresponding 
5 
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change in the other. Regarding this feature alone, it affords 
a basis for the required valuations. For illustration take the 
case of the crushing of cotton-seed in relation to the two 
most valuable products, cotton-seed oil and oil-cake. In 
rough, general figures, a ton of seed yields about one-third 
of its weight of cake and meal, and about a hundred gallons 
of oil are obtained to each ton of cake and meal. Taking 
these proportions, the mill-owner needs to find markets for 
as many tons of cake as he produces hundreds of gallons of 
oil. He must, therefore, assign such relative values to these 
goods as will evoke demands in the named proportion. 
If, for each ton of cake, he can sell but ninety-five gallons of 
oil, either the cake is valued at too low a figure, or the oil 
at an excessive figure, or both. If, on the other hand, he 
can sell only nineteen hundredweights of cake for every 
hundred gallons of oil demanded, the oil is offered too 
cheaply, or the cake priced too highly, or both. When the 
prices are properly adjusted, the amounts of the two 
commodities demanded will be in the proportion in which 
they result from the crushing process. For the products 
jointly, the relation of cost of production to value will follow 
the principles already examined for single products. Having 
arrived at a principle for their relative valuation, the needed 
additional feature in the solution of the problem of their 
separate valuations is supplied. 

But a second point of view may also be considered, and 
throws useful light on this class of problems. For illustration 
take the case of milk production. The quality of the milk 
produced may be varied a good deal by ^suitable choice of 
animals and suitable feeding. A farmer whose milk yields 
a pound of butter for every twenty-four pounds of milk may 
consider that he would gain by such changes as would cause 
a yield of butter of one pound from every twenty-three pounds 
of milk. The products, butter and skim milk, are not 
yielded in invariable proportion. Under these circumstances 
the cost of a given amount of the single products can be 
determined in addition to their joint cost. The richer milk 
can be secured at an increased cost, and the question to be 
considered is whether it is worth while. If it be wholly a 
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question of whether it is worth while from the point of view 
of whether the increase of expenses is worth incurring, the 
direct comparison of the increased cost of securing the 
richer milk with the value of it when secured yields the 
answer. The extra richness of the milk is secured at a 
definite price, that is, the separate cost of an addition to the 
butter yielded is observable, and thus, though the butter is 
a product necessarily associated with others in its processes 
of production, its marginal expenses of production admit 
of separate examination. Such a separation of the specific 
marginal expenses of joint products is possible in numerous 
cases, and thus the resort to the preceding mode of treat- 
ment is not essential, at any rate when the conditions are 
not those mentioned in discussing increasing returns. When 
the marginal cost, as thus determined, corresponds to what 
was there discussed under the name "prime cost," the 
distribution of the supplementary costs, among the various 
joint products, necessitates a recurrence to the considerations 
to which attention was directed in connection with the 
assumption of invariability of proportion between the 
quantities of the different joint products. The point of 
view now presented, of an effective separation of the costs 
of the different products, does not lead to results contradictory 
to those previously presented. Where both methods can 
be applied, they will lead to the same result. In general, 
the case of joint products more numerous than two can be 
treated by similar principles. We shall give some further 
consideration to the case later in the present chapter in 
some brief remarks on the railway rate problem. 

Corresponding to the case of joint production is the case 
of joint use or consumption. A carriage needs horses or a 
motor, a steel knife-blade needs a handle, and many useful 
commodities are made from two or more different raw 
materials. The demand which expresses consumers' desires 
is a demand for a combination of materials, and the demand 
for the separate materials, by the producers of the com- 
modities, is derived from the consumers' demand for the 
combinations. The problem before us is to determine the 
separate marginal utilities of the components, a necessary 



68 ECONOMIC PRINCIPLES 

enquiry when any of the components has few or no uses 
except in the combination. 

A simplification of the problem is possible in such a 
case as that of the knife. The part of the value of knife 
and handle which may be assigned to the blade, so far as 
its material is concerned, is sufficiently definite apart from 
variations in demand for knives. The uses of steel are so 
many and various, that the demand for steel is only affected 
in a quite insignificant degree by the greater or less amount 
of it needed for knife-blades. The value of the steel of the 
blade may be said to correspond to the marginal utility of 
steel in its multifarious uses. Hence, the marginal utility 
of the knife being ascertained, the deduction of the value 
of the steel gives the marginal utility of the handle and 
workmanship. If it be desired to proceed further, the 
workmanship may be similarly treated to the steel, and a 
residue obtained of marginal utilities, corresponding to 
different amounts of supply, which represents the effective 
demand for handles. As, in some cases at any rate, the 
demand for the purpose of forming knife-handles constitutes 
a large part of the demand for the material used for that 
purpose, it is important to ascertain how the demand and 
supply of such material stands. The solution offered is only 
approximate, since it assumes that the variations in the 
volume of the demand for knives are entirely without effect 
on the marginal utility for all purposes of the constituents 
other than the handle. 

The more general treatment of the problem is on lines 
corresponding to what was done for the second point of view 
of joint products. The joint demand for malt and hops, for 
example, as united in beer, may be satisfied by different 
combinations of the two constituents named. When the 
most advantageous combination has been determined by a 
brewer, that is, the proportions which yield the most profit- 
able results, these proportions admit of variation, and, for 
small variations, economies on the side of expenses will be 
balanced, but not outweighed, by losses on the side of sales. 
Thus the marginal utility of each constituent admits of 
separate examination. 
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A case having some features of close analogy with the 
preceding is that of alternative demand or supply, where the 
principle of substitution applies. Where a service of a 
particular kind can be rendered by either of two or more 
commodities, the influence of competition is to direct de- 
mand toward that commodity which renders the service 
most cheaply or efficiently, or most cheaply relative to the 
efficiency. This replacement, of one mode of doing a thing 
by another, modifies the demands for the different com- 
modities, and, if the process be conceived as carried to its 
logical limit, that limit will be characterised by such prices 
of the commodities that the satisfaction or service is pur- 
chased equally cheaply by whichever commodity it is 
rendered. The applications of the principle of substitution 
are innumerable. Light, for example, may be secured by 
the use of candles, oil, coal-gas, or electricity, and the prices 
of the several supplies will be affected by the cheapness and 
convenience of the other sources of artificial light. The 
competition of coal-gas and electricity is a modern pheno- 
menon of great importance, and has not been confined to 
rivalry in cheapness, but has affected the development of 
methods of securing increased brilliancy from coal-gas by 
means of incandescent lighting. The wide application of 
the principle of substitution will secure further illustration 
in due course, as cases where it is important' come up for 
consideration in subsequent discussions. 

The case of composite demand, that is to say, of many 
uses for one and the same commodity, presents a very 
common case, but one so closely similar to the ordinary 
case, of many consumers demanding the same commodity 
for like uses, that no words need be spent in developing the 
case of requirements for unlike uses. 

Our next special case of value will be that of a monopoly 
of supply. The complete control of supply suggests to the 
unreflecting a power of arbitrarily determining price. That 
power is, undoubtedly, a necessary concomitant of this 
condition, but we need to consider what affects willingness 
to put the price at a higher or lower level as well as what 
affects the power to do so. The profit to be secured, from 
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fixing the price of a commodity at any given level, depends 

on the amount which can be disposed of at that price-level. 

The price per unit, multiplied by the number of units sold, 

gives the total remuneration, and the excess of this over the 

expenses of producing the same number of units is the 

amount of the profit. Now the expenses of production, as 

we have seen, are not usually unchanged, either as a total, 

or in proportion to the amount produced, as that amount is 

varied. Thus the discovery of the scale of output, and of 

sales, which will yield the greatest total profit, is a matter of 

importance. A smaller profit per unit, reaped from a larger 

number of units, may easily afford a greater total of profit 

than would be secured from a smaller output, even with a 

higher profit on each unit of output. The fact, then, that 

high prices restrict sales, is a reason why a monopolist 

should not find his interest in extravagantly high prices. 

The further fact, that the majority of commodities can be 

replaced more or less effectively by other commodities, gives 

point to this consideration, since the complete control of the 

supply of any one commodity may not be, and often is not, 

the complete control of the means of rendering the service, 

or affording the satisfaction, which the use of that commodity 

commonly renders or affords. Where substitutes are readily 

found, a slight rise of price may greatly diminish sales, and 

make serious inroads into profits as a consequence. Even if 

substitutes are not well known, the fixing of an extravagant 

price for a commodity may induce a search for substitutes, 

or for means of adapting some known article to serve as the 

substitute in question ; or it may lead to a substitution of a 

new form of gratification for one which has been subjected 

to the restraint of a high price. With a view to future 

possibilities, then, as well as in consequence of actually 

present conditions, the level of price which will yield the 

greatest, and most permanent, profit to the monopolist may 

be not far above the level of price which competition would 

secure. It is claimed, further, that economies, associated 

with concentration of the control of production, often afford 

an abundant profit to a monopolist without necessitating the 

elevation of the price above the level at which competition 
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would fix it. While these theoretic considerations are of no 
small importance, it is an obvious fact that the power to 
advance prices acts as an inducement to do so in many- 
cases, including some where such an advance brings into 
play the influences to which reference has been made above, 
and is in reality detrimental to the pecuniary interests of the 
monopolist. A rise in price seems so much more simple 
and direct a method of securing increase of profit than the 
laborious exhaustion of possibilities of economy in produc- 
tion, or appears to offer such an easy addition to gains from 
these sources, that monopolistic control of supply is more 
generally associated, both in practice and in the thoughts of 
most persons, with a rise of prices than with a fall. The 
absence of that restraint on profit which arises from the 
competition of other producers of the same commodity, and 
of the stimulus to seek, in improved methods of production, 
the profit which competition prevents from being secured 
from elevation of price, operate so generally to the prejudice 
of the consumers, that the wastes of competition are less 
regarded than the dangers of monopoly, even combined with 
the economies of centralised production. 

If we assume that the monopolist seeks to secure the 
largest possible net profit, he will seek to arrange his supply 
and price at the amounts such that either a smaller supply 
with a larger profit per unit, or a larger supply with a smaller 
profit per unit, would reduce the total of profit. In the one 
case the increase of profit per unit is outweighed by the 
decrease of the amount on which profit is earned, in the 
other the increase in the amount on which profit is secured 
is outweighed by the decrease in the profit on each unit 
Such a point must exist, since the profit on an insignificant 
amount of sales is clearly insignificant unless the price can 
be imagined increased without limit, while, at the other 
extreme, the fall in marginal utility of the goods must at 
some point bring the marginal utility below cost of produc- 
tion, and thus mark a scale of supply at which profit would 
vanish. Between the extremes of the vanishing of profits, 
through disappearance of all demand at an extremely high 
price, and through decrease of demand-price through ex- 
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tension of supply, the point making the maximum of profits 
will be found. Whether the profits of a monopoly are great 
or small depends on the nature of the case. Mere monopoly 
does not guarantee profits, and a producer compelled to 
exercise a monopoly privilege might find that he could 
secure less profits than if he were to transfer his energies and 
resources to some competitive line of production. On the 
other hand, if the monopoly privilege yield profits greater 
than could be secured in a competitive industry, the fact of 
monopoly shields the monopolist from the reduction of 
profits which the admission of competitors might ensure. 

When the profits, either of a monopolist or of a producer 
under competition, fall below what equal ability could 
secure, with equal risk, in other lines of enterprise, the 
difficulty of transferring capital to other employments may 
stand in the way of equalisation of profits with those obtain- 
able elsewhere. Only if enterprise were able, on the one 
hand to enter freely into, and on the other to forsake without 
loss or difficulty, any trade, as its profits might attract or 
repel, could anything like a uniform rate of profit be supposed 
existent, even for equal risks. Competition, where it exists, 
does tend to keep profits in different trades from being 
widely different, and to divert enterprise from less to more 
profitable lines as the means by which that end is attained. 
If there be not in existence such a disposition among buyers 
as leads a sufficient section of them to refuse to pay more, 
for a commodity, to one dealer than would secure it equally 
conveniently from another, there cannot be postulated that 
uniformity of price, at one and the same time and place, 
for the same goods, which is assumed throughout the pre- 
ceding discussion. In wholesale markets the assumption is 
fairly justifiable. It only applies quite partially to retail 
dealings. 

Attention has already been given to the difficulties 
associated with the determination of the cost of production 
of joint products. In practice this case is one of very 
frequent occurrence, and an extreme case, > illustrating a 
large and important class of problems, is the problem of the 
determination of railway rates. A very large part of the 
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expenses of a railroad are not specially incurred in connec- 
tion with the rendering of any specific service or class of 
services, but for the maintenance of the general equipment. 
Incidentally they afford facilities for special classes of traffic, 
and all kinds of traffic would suffer from inadequate provision 
for these general expenses. It is only in respect of the 
special outlay associated with a particular shipment, or class 
of shipments, that we can arrive at the direct cost of the 
service rendered. For convenience of treatment the following 
rough division of expenses may be made : — 

(a) Cost of loading and unloading and cost of labour 
and materials used in forwarding any particular consignment. 
If the consignment form only a fraction of a train-load, a 
large part of these costs is shared with other consignments. 
To avoid confusion, let us assume that a train-load is dealt 
with. 

(|3) Maintenance of road-bed and rolling-stock and 
general expenses of railroad staff, (i.) If special rolling- 
stock is required for the traffic in question, its cost of 
maintenance may be treated as special to that class of 
traffic, though not- to the particular consignment, (ii.) If no 
special cars, etc., are reserved for that class of traffic, the cost 
of maintenance of cars, etc., is shared with other classes of 
traffic. 

(y) Payment of interest on bonds and dividend on stocks. 

Were the expenses under the heads (j3) and (y) to be 
divided pro raid among all the traffic, at an appropriate ton- 
mile or other uniform rate, a fiction of regulating rates by 
cost of service would be maintained. But it would be 
only a fiction, since such a pro ratd division lacks rational 
justification. The general principle followed in practical 
settlement of rates is known as that of charging " what the 
traffic will bear." It may be expressed somewhat as follows. 
The rate charged must cover at least the expenses (a). 
These expenses are loaded, for each class of traffic, on the 
principle of making that traffic yield as large a contribution 
as possible towards (/3) and (y). In accordance with prin- 
ciples examined earlier in this chapter, it appears that an 
attempt to overburden any special class of traffic might 



74 ECONOMIC PRINCIPLES 

lessen its total contribution, by reducing its volume in greater 
proportion than the increase of rate would compensate. 
Regard will probably be paid, not merely to actual volume 
of traffic, but also to prospects of future profit from develop- 
ment stimulated by low rates. All classes of traffic will not 
yield equal contributions to general expenses. Some kinds 
may yield small amounts, others large amounts. From 
points where competition is met, rates may be quoted 
yielding but little to these accounts, on the ground that 
higher rates would result in not securing the traffic, and that 
the traffic does, if secured, yield something beyond cost of 
handling. Naturally, an important consideration is intro- 
duced when facilities do not exist for taking all the traffic 
which offers at rates possible to quote. In that case, there 
will be a tendency to accept the more remunerative and to 
raise rates against the less remunerative, perhaps to a 
prohibitive level. 

It is suggested above that any rate which combines the 
two points (i.) of affording some surplus over the class of 
expenses included under (a), and (ii.) of being such as to 
make that excess as great as is possible to secure by any 
variation of the rate, would be acceptable. This needs to be 
qualified whenever the case contemplated in (j3) (i.) occurs. 
Unless the surplus is adequate to cover such expenses, there 
is no gain in affording the service at the rate in question, 
which is, by hypothesis, a rate yielding the utmost to be 
secured from that class of traffic. 

With this qualification, the main considerations affecting 
the fixing of rates, where no regulation interferes, have been 
indicated. The surpluses, over expenses of handling, which 
rates yield, being each as large as possible, their aggregate 
will also be as large as possible. Unless this aggregate 
suffices to cover the expenses of class ()3), the railroad, even 
if constructed, would only be operated at a loss, and unless 
change of management were to secure a reduction of ex- 
penses, or a better exercise of judgment in applying the prin- 
ciples on which rates are determined, the abandonment of 
the road would involve less loss than its continued operation. 
The existence of such conditions would indicate that the 
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construction of the road had no justification in the ability 
of the district it served to afford remunerative work for it. 

In general, the aggregate of surpluses previously referred 
to must cover expenses of class (y) as well as those of class 
((3). Should they fail to yield an amount adequate to this, 
the proof thus given of the unremunerative character of 
railway enterprise in the district served would operate as 
a check to subscriptions of capital for other lines, or for 
extensions in that district, which difficulty could only be 
removed by such development of the district as would 
afford remunerative traffic to the road which served it, and 
an adequate amount of such traffic. 

If the surpluses aggregate enough to yield an unusually 
large return to capital, either or both of two changes may 
follow. Competing lines may be built to share in so re- 
munerative a traffic, and may divert enough traffic to reduce 
the amount available for dividends to a less attractive level. 
Anticipating such a movement, and as a means to avoid 
the competition otherwise likely, or under the pressure of 
public opinion or of legal enactment, rates may be reduced, 
on important classes of traffic or sections of the line, to a 
level below that at which they respectively yield the largest 
net return securable from that traffic, thus dividing between 
users and owners of the line the advantages which it is in a 
position to afford. 

It is not proposed in this place to give any complete 
treatment of railway problems, but merely to indicate the 
general principles on which the supply-prices of members of 
complex groups of joint products are determined. Another 
case of the problem is the division of the general expenses 
of a large retail establishment among the different lines of 
goods dealt in. Here again the principle of "what the 
traffic can bear " must be applied. Each line of goods will 
bear, not a share of establishment charges which it must 
bear, in the sense that its own existence would be threatened 
if the profit required to cover that share of charges could 
not be made, but what it can, subject to the condition that 
all these, larger or smaller, contributions to profits shall 
together suffice to yield a satisfactory dividend. It would 
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not be difficult to multiply instances requiring the applica- 
tion of the same general principles. 

In discussing the general principles of value, the case of 
a supply definitely limited in quantity, independent of the 
willingness of men to devote time and effort to procuring 
supplies, called for attention. It may be noted that, when 
we consider the equilibrium of supply and demand at any 
instant, though supplies could be, and will be, varied in the 
course of time, perhaps a short time, the momentary 
situation is that of fixed supplies, and the considerations 
appropriate to a supply rigidly limited may be applied. 

Corresponding to the case of a fixed quantity supplied is 
the case of supply at an invariable price. When more than 
one commodity is offered on these terms, a peculiar interest 
attaches to some phases of the problems which result. As 
the condition is approximately realised in the case of 
railway or tramcar passenger services, additional light on 
part of the preceding discussion may be obtained by giving 
special attention to this aspect of the case. The fares may 
be taken as fixed by authority or by custom, so that the 
equilibrium of supply and demand must be effected, if at all, 
by providing just that amount of accommodation which is 
called for at the fares fixed. The amount of supply must 
be adjusted to the demand at the price, which is not open to 
adjustment. As in other cases, we shall find the marginal 
utility of the commodity [i.e. of the service rendered) to be 
measured by the price. The questions affecting supply are 
limited to those relating to whether the service can be made 
to pay at the fares fixed. If not, the hypothesis, that only 
such supplies of goods will be forthcoming as are remuner- 
ative to producers, would lead to the conclusion that the 
service will not be rendered at all if the fares are too low. 
If the fares cannot be raised, the supply must either be 
entirely lacking or be adequate to the demand at the fixed 
fares, or else there may be no balance of supply and demand. 
The latter condition may be illustrated by the case of cab- 
hire where fares are fixed by authority. The supply of 
available cabs may readily be conceived to be less than 
sufficient to meet the demand at the authorised fares, and 
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accident may determine whether the available cabs are used 
by those who are most willing to pay, or by those who 
would be restrained from using cabs if fares were raised 
somewhat. There is, in these cases, a further feature, which 
was held in view in making the above statement that the 
condition is approximately realised in the illustrative 
instances referred to. The service may remain nominally 
the same but be really changed. A crowded railway- 
carriage or tramcar is not quite the same thing as one with 
plenty of room for all its passengers. An upholstered 
carriage is more desirable to the traveller, as a rule, than one 
with uncushioned wooden benches. Slow conveyance is not 
the same service as quick conveyance. Variations in the 
adjustment of supply to demand can, therefore, be effected 
without nominal alteration of price, by a change in the com- 
modity offered while its designation is unchanged. Where 
the balance of supply and demand is sought in this manner, 
it cannot be strictly said that the commodity is offered at 
an unchanged price. 

A further illustration will show another method of effecting 
the partial adjustment of demand to supply, without acting 
on demand through price, and may lead to complete adjust- 
ment. The price of admission to the gallery of a theatre 
being fixed, and its accommodation, even with such extension 
as uncomfortable overcrowding permits, being limited, the 
adjustment of the fixed supply to the demand called forth 
by the fixed price, when this is in excess of the available 
accommodation, is partially effected by the practical method 
of the attendance of eager competitors for places before the 
doors are open. The discomfort of a prolonged wait, first 
outside the door and afterwards inside, before the perform- 
ance begins, may be regarded as a real addition to the 
price paid in money for the place. Similar waiting, which 
may, however, be done by deputy, may be necessary even in 
the case of seats which are booked beforehand. Where seats 
are distributed, not to those, of all would-be occupants of 
them, who are willing to pay most, but on the principle of 
"first come, first served," supply and demand may not be 
equated, even by the operation of the restraint on demand 
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which the necessity of paying in inconvenience as well as 
in cash imposes. The raising of the price of seats on special 
occasions is an effort to effect some part of the adjustment 
of demand to supply, in a manner more profitable to the 
managers of an entertainment than the exaction of the 
whole addition to the ordinary price in the form of incon- 
venience endured. 

Some attention having been given already to that side of 
the subject, we are not here entering on the consideration of 
the profitableness or otherwise of the business of providing 
a commodity or service at a price fixed by authority or 
custom, or the principles which lead to the fixing of one 
price rather than another for the goods or services, in regard 
to which the variation of the price from time to time in 
accordance with the changes in cost of the goods or services 
is practically out of the question. The consideration here 
given to the problems involved takes for granted the fixed 
price, and some of the results of its being a fixed one are 
traced. 



CHAPTER VI 
THE PROBLEM OF INTEREST 

The Share of Capital in Distribution 

IN dealing with the value of capital, we are confronted 
with two interpretations of the word. These interpreta- 
tions correspond to, though they are not entirely identifiable 
with, the two senses of value, namely, value-in-exchange 
and value-in-use. With capital, the two uses of the term 
correspond to the difference between a general control of 
productive appliances, and particular appliances appropriated 
to special uses. In the latter connection, we are concerned 
with the valuation of goods whose services to their possessor 
are not direct, instrumental goods as they are sometimes 
called. Their value is arrived at by the application of 
principles already discussed. The demand for them is 
derived from the demand for the consumable goods in the 
production of which these instrumental goods are used. 
The supply is, as with other goods capable of being increased 
in amount in response to demand, controlled by considerations 
of the relation of their cost of production to the utility they 
possess as instrumental goods. That utility is related to 
the supply, as in other cases of value. Whatever may be 
the case as regards capital in general, it is true that the 
continued increase of the quantity of one particular instru- 
mental good, which is associated with any given aggregate 
of other means of production, will not result in a continued 
proportionate increase of values produced. If more capital 
is to be employed in the industry in question, it will be 
given a variety of forms. Indeed, the employment of more 
capital may lead to an abandonment of some (perhaps many) 

79 
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of the older forms of instruments, and their replacement 
by other, more efficient, instruments. This substitution is 
stimulated by the decrease of the marginal utility of each 
individual instrument as its supply is relatively increased. 
To take an example, imagine the equipment of a railroad 
increased by the increase of one single item, say of locomotives. 
It hardly needs proof that the additional services capable of 
being secured from each successive locomotive, when the 
railroad is once fairly equipped, will steadily, perhaps rapidly, 
decrease, till the stage is reached at which the cost of 
additional locomotives exceeds their value to the railroad. 
An increase of capital represented by locomotives might 
take place, not by multiplying engines of one pattern, but 
by the construction of new and more efficient patterns. 
Here, too, it hardly needs proof that the utility of additions 
to capital is on a decreasing scale. The same considerations 
as have been applied to the case of locomotives may be 
applied to other forms taken by railroad capital, such as 
special classes of rolling-stock, sidings, etc. It would thus 
appear that, in each particular industry, apart from new 
devices in production, the utility of continued increments of 
capital proceeds on a diminishing scale, and that whether 
we think of specific forms which the capital may take, or 
of the general increase of capital values concerned in the 
industry. The introduction of new devices, or discovery of 
new principles which cause a change in the processes of 
production, may afford scope for the utilisation of more 
capital without a diminution of its marginal utility, but 
the effects of such improvements, in finding place for the 
profitable introduction of additional capital, are as liable to 
exhaustion as is the stock of knowledge available at any 
given time. Thus we may make use of the principle of 
diminishing utility as affecting capital, both specific instru- 
mental goods and the group comprising all kinds of such 
goods, with the same propriety as in the case of demand for 
goods directly consumable. The adjustment of supply to 
demand encounters some difficulties, arising out of the fact 
that the instrumental goods are a means of procuring con- 
sumable goods at a more or less distant date, and it must, 
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therefore, be anticipated demand for those consumable 
goods, combined with knowledge as to the efficiency of 
the instruments in producing them, that leads to the demand 
for the instruments. The correction of inaccurate estimates 
of the demand for the commodities can only result from 
experience, and hence we may expect that the adjustment 
of supplies to demand, at any rate to demand at the antici- 
pated level of value, will be less prompt than in the case 
of commodities whose preparation needs little preliminary 
provision of materials and instruments of production. 
Investments of capital, that is to say the giving to capital 
of specific instrumental forms, are made on the basis of 
anticipation of future conditions. The change of the forms 
of capital can only be effected slowly. Hence we might 
reasonably expect a considerable lack of adjustment, between 
the forms, and the total amount, of capital and the demand 
for that capital arising out of the productive services it 
can render. The actual utility of existing capital, like the 
marginal utility of a given fixed quantity of a particular 
consumable commodity, is a result of actual existing 
conditions. The supply of capital, both as a whole, and 
in the various forms it may assume, may be either greater 
or less than would be worth producing in order to secure 
the value represented by actual marginal utilities. 

Capital which exists as a particular instrument of produc- 
tion, whether materials, buildings, machinery, or other form, 
be in question, has a marginal utility which depends on the 
actual supply of that particular instrument in relation to the 
demand for the services it can render. The increase or 
decrease of the supply results from the relation of this 
marginal utility to the cost of production, modified by 
anticipations as to the changes which the marginal utility 
may undergo in the future. The more enduring the form 
of the particular instrument, the more remote the influence 
on its value of possible or probable changes in its supply 
stimulated by this relation of utility to cost of production. 

In dealing with the question of the value of capital, and 
with this as a particular application of the general principles 
of value as dependent on demand and supply, we are 
6 
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induced to specify two problems, the one relating to the 
existing supply of capital, in more or less specialised forms, 
considered as a store of capital ; the other relating to the 
supply of new capital, considered as a stream. The capital 
in the store is mainly in forms which cannot be applied to 
any purpose other than that for which the form was designed, 
without loss of efficiency. The stream of new capital may 
be given whatever forms seem most likely to render it most 
effective. Regarded as a supply, its units may be treated as 
interchangeable with one another as freely as different coins 
of the same denomination. We have already given some 
attention to the conditions determining demand for new 
capital. The anticipations of being able to so use it as to 
cause it to return more than it costs are the sources of such 
demand, that is to say, the field of profitable investment is 
the determining feature. This is partly found in exten- 
sions of existing enterprises, partly in new ventures. The 
probable yield from such investments will need to be 
estimated after making allowance for risks of loss or of 
irregular returns, and also for services of management, 
before the demand-price for the use or control of capital, 
merely as such, can be arrived at. The field of investment 
may present opportunities for the employment of small 
amounts of capital so as to give a large yield, but, the larger 
the amount of capital for which there are desired invest- 
ments, the smaller the net yield below which expectation of 
return is not required to sink. So far as concerns the 
extension of old lines of investment, experience may afford 
a more conservative estimate of probable net yields than is 
entertained where new ventures tempt the investor. The 
estimate of the risk is not made alike by all investors, and 
equal gross yields may represent very different net yields, 
very different demand-prices for capital, to different investors. 
This is a feature of the constitution of the market for the 
loan of capital which must not be ignored. Actual invest- 
ment of new capital may take place in old enterprises ; that 
is to say, the owner of the uninvested capital may exchange 
his command of fluid capital for the ownership of capital 
already invested. The new capital is not, however, finally 
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disposed of in this fashion. The new investor is, perhaps, 
spared the difficulty of gauging entirely unknown risks, by 
taking over property the history of which is a guide to the 
relation of gross to net return which may be fairly anticipated 
from it. A more experienced head, possibly, is given control 
of the selection of the investment of the newly-formed 
capital. In some degree this exchange tends to put control 
of new capital into the hands of the more adventurous 
spirits, whose estimate of the risks is likely to fall below the 
sound actuarial value of those risks, so that experiments 
are tried of more unpromising appearance than would be 
tried by more cautious men. How far this is disadvantageous 
to the community must depend largely on the balance 
between success and failure achieved, for unpromising 
ventures are conspicuous successes in some instances as well 
as ignominious failures in others. 

The supply of capital available for new investment must 
now be considered. It is not confined to the new savings of 
the community, as appears at first sight, though these are all 
that form real additions to the store of capital. The annual 
product of the labour and capital and land of the community 
affords the source, first, of what is required to make good all 
wear and tear of instruments and all material used up ; and, 
in addition, of what is available either for savings or for 
expenditure in ways selected without reference to their 
bearing on production. In the first part we must include 
what is needed to maintain the supply of human agents of 
production as well as of other agents. Perhaps, further, 
the making good of wear and tear should be conceived of, 
not from the point of view of the least which could be 
effective to that end, but rather in relation to what, in the 
actual state of things, will actually be required. The second 
head covers the saveable surplus, and the actual amount of 
saving which takes place will be dependent on the disposi- 
tions of those who own this surplus, and on the strength of 
the inducements to allocate it to the service of present or 
future cravings respectively. Of great importance in turning 
the scale between future and present, is the gain that may be 
expected if consumption is delayed. The satisfaction ex- 



84 ECONOMIC PRINCIPLES 

perienced from the contemplation of supplies of a given 
commodity, or of goods in general, at a future date, is less 
than is experienced from the contemplation of supplies of 
equal amount and otherwise identical, but available now 
rather than in the future. 

This lower estimation of future needs and satisfactions 
as compared with present needs and satisfactions may be 
expressed as a discounting of the future. The rate of 
discount varies with different persons, and perhaps with the 
same person at different times. With some the needs of the 
future are so vividly realised, and the doubt of future ability 
to make provision is so emphatic, that the rate is very low, 
perhaps even negative, that is to say, that, to be sure of 
provision for a future contingency, a present sacrifice will be 
endured corresponding to an amount greater than that future 
provision. Present savings for future needs are not checked 
in such cases, even though payment must be made for the 
safe-keeping of the stores laid up for the future. Were no 
revenue securable from savings, these would not in such cases 
cease to be made. Similarly with savings from incomes 
whose magnitude exceeds the needs which habitually 
demand satisfaction on the part of the receiver of such 
income. But in addition to such saving as is independent 
of earnings anticipated on the savings themselves, there is 
some which is stimulated by, and dependent on, the amount 
to be secured from the investment of the savings. Such 
savings have a supply-price, and the higher the price the 
larger the volume of savings. Two influences have been 
prominent, in the history of recent generations, as affecting 
savings. The one is the more vivid realisation of the need 
of making provision for the future, tending to enlarge 
savings, the other the fall in the amount yielded to invested 
capital, tending to restrain savings. With these, an enlarged 
fund from which savings are possible, and increased civil 
security, i.e. improved guarantees of the enjoyment of the 
fruit of savings, have also powerfully stimulated savings. 
The actual stream of savings is determined in volume, as 
the stream of supply is determined in the case of ordinary 
commodities, on the one hand by the return to be secured 
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by the investment of the marginal amount saved, on the 
other by the resistance to be overcome to secure the saving 
rather than the spending of that marginal amount, that is, 
its devotion to the supply of future rather than of present 
needs. 

The supply of capital available for fresh investments is 
not, however, as has already been stated, confined to the 
newly-made savings from current revenue, and, as a result, 
the statement just made needs some correction. While the 
actual additions to capital are limited to the new savings, 
some part of what represents a wear-and-tear allowance on 
existing capital may compete with new savings for employ- 
ment in new ventures. The income received by a capitalist 
from his capital is, from certain points of view, rightly 
divided into what is needed to maintain his capital, that is 
to replace materials used up and make good wear and tear 
of machinery and the like, and into the amount remaining 
after such maintenance is provided for. This last amount 
alone can provide additions to the capital, but the capitalist 
may elect not to replace materials or machinery which is 
wearing out, and the funds which might have served this 
purpose may go to increase the stream of fluid capital 
seeking new investments. In corresponding fashion, the 
replacement of materials or worn-out machinery is a use to 
which funds may be applied which are not any part of the 
income afforded from the employment of such materials and 
machinery. The field of employment in which the rate of 
interest is determined is thus wider than that with which 
new savings proper are concerned. Capital not newly saved 
but merely freshly disentangled from some previous concrete 
embodiment, takes a place alongside the newly-made savings 
as a part of the supply whose marginal supply-price is the 
rate of interest. On the other hand, the field of investment 
for fluid capital is not limited to new enterprises and 
extensions of old enterprises, but comprises also the re- 
formation of instruments which have exhausted their 
services as capital in aiding in the formation of current 
income. The demand for capital, of which the marginal 
demand-price registers the rate of interest, is, in fact, wider 
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than the demand from fresh enterprises considered above. 
These extensions of the conception of what constitutes that 
demand for and supply of capital which determine the 
current rate of interest, do not alter the nature of the 
considerations indicated as governing that rate. They do 
operate to bring into closer contact the actual yield of 
capital which cannot, for the time, be withdrawn from its 
investment, and the prospective yield of capital free to 
choose any of the avenues of investment for fluid capital. 
Though capital cannot, generally speaking, be freely trans- 
ferred from one enterprise to another, some transference 
can take place, and the portion of capital thus transferable 
must be added to that not yet committed to any investment 
to determine the aggregate of what is available for invest- 
ment. 

Why do we not adopt the plan of considering together 
all capital, old or new, invested or free, and all opportunities 
of employment for capital, occupied or not, in discussing 
the rate of interest? Mainly because actual instrumental 
forms of capital can only be regarded as forms of capital, 
and are not able to be dealt with on a footing of equality 
with free capital. Free capital can avoid a less promising 
investment in favour of a more promising one, but invested 
capital must, for the time, remain in the investment in 
which it is, however unprofitable it may have turned out to 
be. The owner of free capital can become the proprietor of 
such invested capital, but the exchange must be effected, 
not on the basis of the cost of the invested capital, but on 
the basis of its earning power. Its value is estimated as 
equal to that of so much free capital as would, at the current 
rate of interest, yield an equal net income. The proportion 
of that net income to the cost of the invested capital may 
differ in either direction, and to almost any extent, from the 
proportion indicated by the current interest-rate. 

The borrowing and lending of capital is, under modern 
conditions, comparatively rarely a borrowing and lending 
of specific instrumental goods, and is still more rarely made 
on a contract for the payment for the hire of the capital to 
be made in other forms than that of the general repre- 
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sentative of values, money. The borrower does not, in a 
sense, want to borrow money, but he first acquires money 
and then is free to exercise his choice as to the actual forms 
which shall represent the capital he proposes to use. He 
contracts to repay money and to pay in money for the hire 
of what he has borrowed. The savings, of which a good 
deal has been said above, are savings of money, or rather of 
rights to commodities the amount of which is estimated in 
money, say, savings of general purchasing power. General 
purchasing power is lent, is borrowed, is paid as the price of 
the control transferred by lender to borrower. Before it can 
be made productive, it must be transformed into such forms 
as buildings, machinery, materials, etc., as a rule. That 
could not be instantly done if stores of such goods were not 
held ready, that is, the actual productivity of a certain 
amount of purchasing power borrowed is dependent on the 
prices at which instrumental goods can be purchased, and 
consequently on the accuracy of the intelligent anticipation 
of the forms which new capital is to take which has been 
displayed by the producers of those forms. The test of that 
accuracy is the correspondence of the marginal demand- 
prices, offered by those who desire to acquire the instru- 
mental goods for productive purposes, and the cost of pro- 
ducing those instrumental goods. 

In the mercantile field there is use for a considerable 
amount of capital in the form of purchasing power, to assist 
in the exchange of goods. In the industrial field the 
capital must be used in the form of instrumental goods in 
order to be made productive. The contrast thus suggested 
is more in appearance than in reality, for the merchant only 
makes his money productive by becoming the possessor of 
goods, to which goods he imparts a further utility due to 
changes of the goods in place or in time. It is the changes 
of value of the goods which afford the profit on his opera- 
tions. His investments of the purchasing power (money), 
which forms an important part of his capital, are thus such 
as to convert it into instrumental goods as truly as are the 
investments of the builder of an ironworks or a factory. 
The differences lie in the nature of the changes which take 
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place in the goods in which the capital is embodied, and the 
great contrast in the length of time during which the invest- 
ment in particular goods endures. 

The capital which is productive, then, is not, strictly 
speaking, money capital, but instrumental goods acquired 
by means of the money capital. Dealings in capital are 
conveniently effected in terms of money, and interest is 
spoken of as interest on money. The market for capital is 
a market for values, while the utilisation of capital is a 
utilisation of actual instrumental goods, by means of which 
are secured other goods, whose values enable payment to be 
made of the borrowed amount and of a price for its use. 
The thing which is bought and paid for by interest is control 
of capital. The right to determine what forms of capital 
shall be utilised, and how they shall be utilised, is thus 
secured. The right of control of money is exchanged for a 
right of control of ships or ironworks or weaving sheds or 
other concrete capital. Because these things do not exist in 
unlimited supply, the right of control over them affords 
opportunity for rendering services the payment for which 
yields a profit. 

Whence arises the productivity of which this profit is an 
expression? The answer is given in various terms. By 
some, reference is made to the increase in the amount of 
goods which can be produced by the aid of capital with 
equal labour, an amount so great as to outweigh the smaller 
utility which they have as future goods, as compared with 
present goods physically identical with them. By others, 
attention is directed to the fact that capital enables its 
possessor to adopt indirect or roundabout methods of 
production, and that these roundabout methods are more 
efficient than simpler direct methods. But what is the source 
of the greater efficiency of the roundabout method ? That 
greater efficiency, be it noted, is not to be assumed to be in 
proportion to the indirectness of the process of production. 

The source of this greater efficiency is to be found, in the 
main, if not entirely, in the fact that, in the roundabout 
processes, man's forces are either assisted by some of the 
forces of nature, or are applied so as to be less opposed by 
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natural forces, than in the more direct processes. To achieve 
these results, knowledge is needed of how to secure assistance, 
or avoid resistance, from natural forces, and the devices to 
that end are the forms given to capital. Capital has been 
said to be the harness by which natural powers are guided 
so as to assist mankind in his efforts. The steam-engine 
serves to harness the expansive force of steam, and the more 
perfect its construction, the more are hindrances from other 
natural forces avoided, and the more completely is the aid 
secured which this is capable of rendering. The extension 
of knowledge enables the construction, or at any rate the 
designing, of better, more effective harness for nature's 
powers. Recent advances in electrical science abundantly 
illustrate this. 

The roundabout process is more productive than the 
direct process, because the aid of nature, or the avoidance of 
natural hindrances, can only be secured when the appropriate 
appliances are provided. The provision of the appliances is 
therefore a preliminary to their use, and thus the process is 
indirect. The perfection of appliances frequently demands 
the provision of yet other appliances, by means of which to 
construct those we desire to employ. Thus increase of 
indirectness in the process often means increase of efficiency. 
Yet this is not so of necessity, and greater efficiency with 
greater directness may be the result of increased knowledge 
of natural laws, giving increased power to utilise natural 
forces. 

Increase of capital to be employed in industry involves 
the progressive exhaustion of the productiveness of each of 
the several forms in which capital may be embodied. These 
forms are multitudinous, and hence exhaustion is not rapid. 
Further, new devices for applying capital in economising 
production are being constantly evolved, and this process 
retards the rate at which the diminution of utility of capital 
is manifested. If the process of invention be sufficiently 
rapid, the change may be in the opposite direction, that is, 
the means for utilising our knowledge of how to obtain aid 
from nature's forces may not expand as rapidly as our power 
to apply those means : the marginal utility of capital may 



go ECONOMIC PRINCIPLES 

increase rather than decrease owing to a relative decrease in 
its supply. It may also be noted that increase of knowledge 
may enable a simpler harness for nature's powers to be 
devised ; a smaller capital may give greater results than were 
given by a larger one before the increase of knowledge; a 
less roundabout process may be substituted for one more 
roundabout. Such a reversal of the general rule is, however, 
no ground for denying the general validity of the assertion 
that more roundabout processes are more efficient, more 
productive, than those which are less roundabout. 

What has been above said, as to the source of productive- 
ness of capital, may be otherwise expressed by saying that 
improvements in the organisation of production, which are 
rendered possible by the aid of capital, have the result of 
rendering that production more efficient. When immediate 
needs do not require the use of all the goods in hand for 
their satisfaction, modes of organisation, which are more 
effective than those whose products are immediate, may be 
adopted. When ownership, or at least control, of capital 
has been secured, the efforts of to-day practically yield 
results to-day. A constant labour of production goes on, 
and a steady stream of products is evolved, which, in effect, 
affords payment for all the productive effort currently 
rendered, and leaves a surplus. As already stated, the 
owners of this stream of new goods have the choice as to 
whether they shall be consumed for purposes of immediate, 
perhaps transient, enjoyment, or as to how much shall be 
devoted to provide more perfect appliances for production. 
The forms, which the goods being currently completed take, 
depend on the knowledge, as to what that choice will be, 
possessed by those who direct the production, a knowledge 
based on experience, since men's desires, taken in the 
aggregate, do not undergo rapid and violent change. 

It should be observed that the market for capital is not 
one single market, but is made up of several markets, in all 
of which the same commodity, the control of purchasing 
power, is bought and sold. The conditions of the market 
for capital to be devoted to long-period investment are 
somewhat different from those of the market for capital to 
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be used in short-period investment. The interpretation of 
long and short here may, of course, be somewhat elastic. 
To some extent the supply and demand in the former 
market are distinct from those in the latter. The changes 
in the utility of capital, that is, in the conditions acting 
on demand, are especially liable to rapid change in the 
latter market. The manifestation of these changes may be 
due to changes in the degree in which the total supply has 
been distributed between the two markets, leading to a 
relative over-supply of the one and under-supply of the other. 
The willingness of investors, to dispose of their supply in the 
one or the other market, is mainly influenced by the estima- 
tion they put on risks running over long periods as compared 
with those which terminate quickly, and by anticipations of 
the probability of the occurrence of superior opportunities 
for investment in the near future, as compared with those 
available in the present. An over-estimation of long risks 
would lead to investment in rapidly maturing forms, even 
with lower net returns ; an expectation of early improvement 
in the chances of making a profitable investment would have 
a similar result. Influences thus acting on the supply of 
capital, for quickly terminating investments as compared 
with slowly maturing risks, readily account for divergencies, 
between the loan-value of capital in the two cases, which 
may be observed from time to time. 

The market for capital is thus not so perfectly organised, 
that all demands for its use at the same net price rank 
equally, and all units of supply are interchangeable. Certain 
parts of the market are peculiarly well organised, but 'there 
are other parts more or less shut off from the levelling 
influences of a market organisation. With such limits as 
are imposed by defects of market organisation, the statement 
may be made that the price of the control of capital, the 
rate per cent, per annum which is the expression of that 
price, tends to equality for all loans. This price, in practice, 
is not dissociated from the recompense for the risk attaching 
to the particular use to be made of the capital, and thus the 
gross interest on different loans is by no means uniform, and 
there is no economic force tending to make it so, but quite 
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the contrary. That part of gross interest, however, which 
stands simply for the right of control of the capital, is, under 
competition, subject to influences which operate to render it 
a uniform charge. Though the market for capital is not 
limited by national boundaries, supplies of capital do not 
flow unimpeded over the whole world. Distance is, in some 
cases, a real obstacle to the lender, operating especially to 
cause the risks associated with a given loan to be estimated 
at an amount differing from their real value. This is readily 
intelligible, in view of the fact that distance is apt to be 
associated with ignorance of the real conditions under 
which the capital is to be employed. This ignorance may 
add to the real risk as well as to the estimate of what the 
risk is. 

To some extent, then, different localities have their own 
demand for, and supply of, capital, and their own price for 
its loan. It is notorious that countries like England, France, 
and Germany are better supplied with capital, relatively to 
the opportunities they afford for its local investment, than 
are countries like Canada, India, or even the United States. 
The usual rate at which capital can be borrowed, the rate 
at which it pays to borrow, stands higher in the countries 
less well supplied than in those whose investment oppor- 
tunities have been more completely provided for. In the 
former there remain fields of profitable investment the like 
of which have been long exhausted in the latter. Because 
the opportunities for making capital yield a large profit are 
more abundant, borrowers are able to offer more, and its 
relatively scant supply prevents lenders from being driven to 
offer it at very cheap rates in order not to keep it unlent. 
The overflow, from countries more fully supplied, is checked 
by the high estimate of the risks associated with employ- 
ment of capital in the scantily supplied localities, and thus 
under-supply in one country co-exists with over-supply in 
another, using these terms in the rather loose sense in which 
they are often employed in ordinary language. In a com- 
munity where civil order is ineffectively maintained, or 
the legislation touching the property of, or debts due 
to, foreigners is unsatisfactory, the risks associated with 
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lending are large, and the supply of capital is likely to 
be thereby restricted. Its local increase is restrained, as 
well as the flow from a distance, for savings are discouraged 
by uncertainties attaching to property rights, a class of 
uncertainty operating in the same way as the uncertainty 
necessarily attaching to any event of the future. 

In the preceding, no reference has been made to borrow- 
ing for other purposes than business operations, inasmuch as 
the willingness of the private borrower, who desires means 
for consumption in excess of his current income, to pay high 
rates for loans, depends on purely personal characteristics in 
the main. Such borrowing does not much affect the rates 
at which capital is loaned. The devotion of capital to the 
ends of spendthrift borrowers diminishes, pro tanto, the 
supply available for industrial uses. It is through such 
restriction of the available supply that any effects on loan- 
rates must be sought. 

In modern times the great bulk of the borrowing and 
lending is related to industrial and commercial operations, 
and the means of paying interest are derived from the profits 
which are earned by the employment of the borrowed capital 
in these operations. The cheapness of modern loans, the 
low rate of interest securable from investments in which the 
risk is at a minimum, results from a combination of the 
circumstances to which attention has been directed in the 
preceding discussion. The total of invested capital is very 
great, so that opportunities for additional investments at 
profitable rates are practically dependent on the opening up 
of new uses for capital, either as the result of changes in the 
tastes of consumers, or as the outcome of scientific discovery, 
the exploitation of undeveloped districts, or of newly-found 
resources elsewhere. The progress of society has removed 
from many countries a great part of the risks arising from 
liability to civil tumult or to warlike operations. Improved 
means of communication, and of spreading information, are 
reducing the risks of committing capital to distant invest- 
ments. Thus the difference between gross and net interest 
has been largely reduced, and the increase of supplies of 
capital has reduced net interest, so that the low rates current, 
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as compared with those of previous generations, are readily 
intelligible. 

Though, when dealing with the investment of free capital, 
the supply and demand were considered without reference 
to the vast mass of invested capital, on the ground of the 
difficulty of extricating capital from investments already 
made, it is quite possible to take a broader view, and to 
include the whole field of investment, and the total amount 
of capital available, within the scope of our discussion on the 
subject of return to capital and rate of interest. Indications 
have already been given that no form of capital is free from 
liability to wear out and need replacement. In the course 
of a sufficiently long period, therefore, and in reference to the 
conditions which tend to be set up ultimately, the difficulty 
of withdrawing capital from actual investments may be 
ignored. Given sufficient time, capital may be recovered 
from the most permanent investment, though some loss may 
have to be faced. Such loss of value would not be avoided 
by avoiding the withdrawal of the capital. The value of 
existing invested capital is a result of its earning power, 
and is practically independent of what it cost when the in- 
vestment was made. Such earning power means a power to 
aid in producing consumable goods or services, which goods 
or services embody some part, even if only a small part, of 
the value of the capital in question. That value is, therefore, 
gradually realisable in a form other than that of the 
appliances for production, the capital, under consideration. 
If we can take a standpoint from which all capital is able to 
be regarded as potentially available for any employment, we 
need not limit our discussion of the rate of interest to a 
problem in which free capital alone is concerned, or rather 
we treat all capital as free capital. The result is not different 
to what we may arrive at by a path already indicated clearly 
enough. Where capital is earning a rate on its cost above 
the rate on current loans, due allowance for risk having 
been made, the competition of new capital operates, unless 
monopoly privileges exclude competition, to increase the 
supply, and hence reduce the value, of the products of that 
capital. Thus its earning power is reduced in the direction 
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of equality with rates on current investments. Where capital 
is earning a less rate on its cost than the current investment 
rate, risk being duly allowed for as before, opportunity is 
afforded for improvement in earnings so far as absence of 
keen competition from new investments of capital in the 
same line is concerned. If lack of such competition do not 
improve the situation, the ultimate abandonment of that 
form of investment is only a question of time, and the 
abandonment may be hastened by the competition of new 
forms of capital competing to supply the same product. 
The value of the old investment is destroyed in such a case, 
more or less completely. Thus there is a tendency for 
actual earnings to gravitate towards the level expressed by 
the interest rate. Earnings must, in this case, be understood 
as the earnings on the marginal supply of capital of any 
particular form, and, as competition tends to direct new 
supplies of capital to occupations where the marginal 
return is above the interest rate, it tends to make the 
marginal return in every line gravitate towards that rate, 
and to make that rate express the earning power, not merely 
of marginal supplies of particular instrumental goods, but 
of marginal supplies of capital in general. 

Some reference may be made to the contention which is 
advanced that saving is in danger of becoming excessive. 
If there is justice in the contentions of our general discussion, 
it must be admitted that an automatic adjustment takes 
place between saving and the opportunities for employing 
capital profitably. Investors may be unwilling to accept a 
reduction of the earnings of their capital. In choosing the 
alternative of a more risky investment at a hoped-for higher 
return, in place of a less risky investment at a lower 
anticipated return, they do not avoid the reduction of net 
return. They merely decide to disregard the conservative 
valuation of the risks, and to set a lower value on them, and 
thus leave a higher value for their estimate of the net out of 
a given gross return. Experience will inevitably show what 
has occurred if the increase of capital have really reduced 
the net marginal return. There are abundant opportunities 
for the employment of capital in rendering useful services to 
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mankind which promise so low a return that they are beyond 
the range of present possibilities. Saving will not have 
exceeded its possibilities of usefulness till capital is avail- 
able for all purposes of industrial expansion from which 
may be anticipated a net yield more than sufficient to com- 
pensate for the risks of the investment, so long, that is to 
say, as the rate of net interest is in excess of zero. The 
attractiveness of expenditure on present satisfactions is 
likely to grow as increased application of capital affords 
cheaper means of present satisfaction, while decrease of 
interest will diminish the inducement to accumulate for 
future needs. Thus a check to saving is likely to be felt, as 
interest rates fall, though that is not the same thing as 
stating that the rate of addition to capital will decrease. 
The net productiveness of industry may be so great that the 
saveable fund increases fast, and a smaller proportion of it, 
reserved for future needs, may mean a steadily increasing 
total so reserved. Yet the extent of the field of profitable 
investment of capital borrowed at low rates may be very 
great, and, in spite of rapid additions to the mass of capital, 
the fall in its earning power may be slow, especially having 
regard to the opportunities afforded by extension of scientific 
knowledge in new fields. The indications of the beginning 
of the twentieth century point to a pause in the diminution 
of the marginal earning power of capital, if not to a rise. 
How long this check, or reversal, of previous tendencies may 
endure, we make no attempt to guess. 



CHAPTER VII 
THE PROBLEM OF RENT 

The Share of Land in Distribution 

IN the preceding chapter, capital was considered in a 
double light. The problem of current demand and 
supply was examined mainly in relation to free capital, and 
the results reached were largely dependent on being able to 
regard the supply as consisting of interchangeable and 
equivalent units. The earnings of the least productive 
units, the units which, at current borrowing rates, are on the 
margin between net profit and net loss to the borrower, were 
found to register the marginal utility of capital. To pay 
more for these would be unprofitable, while, if they were 
yielding substantial net returns, further borrowing would be 
profitable — they would not be on the margin. The char- 
acteristic of interchangeability ensures the rate paid for these 
being the rate paid for all other units, if we may assume the 
borrowing and lending to take place in a well-organised 
market under active competition. 

But capital was also regarded from another standpoint. 
It was seen that invested capital cannot be treated on 
the interchangeable equivalent units basis. Occupying the 
field, it is partly protected from the competition of other 
units of capital, which may enable it to secure payment for 
its services at a rate higher than that securable by free 
capital, while it cannot be readily placed' in competition with 
capital more advantageously placed, and may, as a result, be 
compelled to accept a lower rate of payment for its services 
than that paid for free capital. 

In the present chapter we are to deal with a factor in 
7 
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production the position of which corresponds with that of 
invested capital, but which illustrates the conditions just 
described in a more extreme fashion than capital. The 
supply of capital can, in time, be adjusted to the need for it, 
as a result of the relation of return to cost. A high return 
on cost leads to greater supply of the form of capital con- 
cerned, a low return on cost leads to a decrease of supply. 
We have now to give attention to the case where no re- 
sponse of supply to the rate of return is possible. This 
condition may conveniently be assumed as a means of 
examining some of the features of the capital problem, but 
it has to be put aside to enable the examination to be 
completed. In the case of land, it cannot be put aside, it is 
a fundamental feature of the problem to be discussed. Some 
of the language used in regard to land, and some of the 
results attained, may be usefully applied to certain aspects 
of problems relating to other factors in production. There 
must remain a fundamental difference, preventing any 
complete analogy between such problems and corresponding 
problems dealing with land, and arising out of the difference 
between a supply which is, and one which is not, in the 
long run, responsive to price. 

In its relation to production, land is seen to present very 
varying facilities to the cultivator. Different portions of 
land will yield very different returns to equal labour and 
capital expended on them. Differences in fertility, and in 
situation relative to the market for the produce of the soil, 
enable different plots to be graded in accordance with their 
relative superiority or inferiority. 

But a second feature is of an importance equal to, or 
greater than, the fertility, or convenience of situation, of any 
plot of land, and that is the response to additional cultivating 
effort which can be secured from it. Increase of labour and 
capital devoted to the cultivation of a given piece of land 
will, at any rate after a certain degree of thoroughness of 
cultivation is exceeded, result in increased product, indeed, 
but that increase will be in constantly decreasing pro- 
portion to the labour and capital to which it is due. 
The increase of outlay in cultivation, then, produces a 
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diminishing rate of return after a certain point is passed, if 
not throughout. 

That this condition of diminishing returns is a reality may 
be demonstrated, either by specific experiment, or, more 
generally, by the following consideration. If returns to 
labour and capital employed on a fixed land-area were 
either in constant or increasing proportion to the labour and 
capital, it is clear that the economical method of raising 
agricultural produce would be by applying very large 
amounts of labour and capital on the most fertile land 
available and letting the less fertile land remain uncultivated. 
The fact that experience leads practical farmers to limit the 
intensiveness of their cultivation, and to utilise their further 
resources in extending the area under cultivation, may be 
taken to imply that neither constant nor increasing returns 
are found in practice. By this is not meant that changes in 
methods of cultivation, consequent on changes in demand, or 
on extension of knowledge of the science and art of agri- 
culture, may not provide opportunity for using some 
additional labour and capital, on land already cultivated, in 
such a way as to give a return greater in proportion to the 
cost than was previously secured. It may also occur that a 
choice has to be made between alternative methods of culti- 
vation, the one involving a smaller outlay of labour and 
capital than the other. The larger outlay may be known to 
be likely to yield a return more than proportionately greater 
than that securable on the smaller outlay, but the choice 
may, nevertheless, fall on the smaller outlay, the less intensive 
method of cultivation. Were capital abundantly available, 
and a market for the produce able to be secured readily, the 
more intensive method might be adopted. Thus, even with- 
out change in agricultural knowledge, changes in other 
conditions affecting the farmer may enable him to reap pro- 
portionately greater returns by employing a greater amount 
of capital and labour on his land. The assertion that, in 
general, land yields diminishing returns to increased effort 
laid out on it, is quite consistent with such facts! 

When a farmer is considering what he can afford to; offer 
for the hire of land, he must necessarily consider the relation 
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of the return he may expect to the cost of securing it. 
Comparing different plans of cultivation which the nature of 
the soil permits, he selects that which promises the largest 
net return, the maximum surplus of value of products over 
expenses of cultivation. It is this surplus out of which the 
payment for the hire of the land must come, and, if he have 
not included in the expenses of cultivation an adequate re- 
muneration for his own labour the surplus must provide for 
this also. In making his offer for the hire of the land, the 
farmer will be guided by his estimate of the surplus it can 
yield above the expenses of cultivation, taking one year with 
another. He will endeavour to secure as much for himself 
as he can, but, if we assume that there is competition among 
would-be tenants, the amount he can secure as the price of 
his own efforts will depend on what equally skilful com- 
petitors are content to accept as the price of theirs. We 
shall see later that the amount thus chargeable as the price 
of the managing-farmer's services is capable of determination 
on definite principles. Let us accept it, here, as a settled 
amount. Then the surplus above-mentioned, after being 
charged with the farmer's personal remuneration, leaves a 
balance which represents the most which can profitably be 
offered for the use of the land. If competition for tenancies 
be keen, the owner of the land will be likely to secure the 
whole of this. If not, that means that the supply of men 
able and willing to take the risks of hiring land for farming 
purposes is relatively small, and that they are thus able to 
secure advantageous terms as the price of their co-operation. 
To recur to the possible variations of plans of cultivating 
the land. It was stated that the plan selected was that 
likely to give the greatest net return. If the object in view 
in making the selection be the determination of the highest 
bid which can profitably be made for the use of the land, 
it is clear that the selection will be made as stated. It is, 
however, assumed that the supply of capital and labour 
needed to give the greatest net return can be secured. If 
that be not the case, the selection of the scheme of cultivation 
will be relative to the ability to secure capital and labour to 
carry it Out, and any competitor for the tenancy who has a 
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more ample supply of capital and labour under his control 
may be able to offer a higher price for the land. Supposing 
capital and labour to be abundant relative to the land 
available, consider what is implied in the statement that the 
greatest net return is taken as basis in determining the 
amount the farmer can afford to pay for the hire of the land. 
Suppose the plan of cultivation selected to be modified in 
the direction either of greater or less expenditure per acre. 
If the expenditure be less, the net return being less implies 
that an increase of expenditure would add more to the 
gross return than would be added to expenses, that is, it 
would increase the surplus. If the expenditure be greater, 
the surplus is reduced : this must, clearly, be due to an excess 
of the added expenses over the addition to the gross return 
thereby secured. If reduction of outlay and increase of 
outlay be alike accompanied by reduction of the net surplus 
of returns over expenses, the marginal outlay must just be 
remunerated, the marginal expenses must add to the gross 
returns just sufficient to meet those expenses. 

The price paid for the hire of land is known as Rent, 
and in economics this word is used to indicate the amount 
of the surplus of returns over expenses, which can profitably 
be offered (but not exceeded) for the use of land when land is 
hired from its owner by its user. In what has preceded, there 
has been considered a surplus out of which farmer and landlord 
were both to be remunerated. This course has been taken 
in view of the difficulty of charging for the farmer's labour 
and skill, with hired labour and capital. In general the 
land is, and is regarded as, a fixed productive instrument, 
with which are to be associated appropriate amounts of 
other instruments, the latter being able to be varied in 
quantity at pleasure. But with the land is also, in general, 
associated the farmer, and we have regarded the two as 
a combination of unvaried amount, with which suitable, 
variable, amounts of capital and labour may be associated. 
We have conceived the farmer as hiring the labour he needs 
and the capital he uses, or charging them against expenses 
at the rate at which they might be hired ; also as selling the 
produce, or estimating it at its selling value if it be not sold. 
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In this way the problem of what expenditures are, and what 
are not, worth making, can be more clearly conceived of 
than where produce is not valued at its selling value, or 
cultivating effort priced at its cost for hiring. Labour hired 
by the day can be applied in greater or less quantity as 
prospects of profit may dictate. As to the farmer himself, 
he is personally committed to the business, and his efforts 
cannot be reasonably considered as supplied at a tariff rate 
in the work of theTarm. Whether more or less of capital or 
labour should be used must be determined in relation to 
its cost and probable returns, and in that cost an extra 
charge for the farmer's services does not appear as a 
necessary and invariable item. Some contribution to the 
farmer's profits may be anticipated, or there would be no 
inducement to undertake the risks of borrowing capital and 
hiring labour, but the amount of that contribution does not 
appear as a charge on the same level as interest on capital 
or wages of labour hired. If the farmer cannot look for 
profit in taking a lease at a given price, we may assume he 
would seek other avenues of employment. 

When a contract to hire land at a given annual price 
has been made, it is clear that an inducement exists to 
undertake any line of expenditure promising returns in 
excess of the outlay, and to avoid all in which the excess 
is in the contrary sense, and this whether the contract-rent 
correspond with the surplus yielded by the land or not. 
If the contract-rent be less than the land turns out to be 
capable of yielding, the farmer shares in the advantages of 
ownership during the term of his tenancy. If the contract- 
rent be greater than can be paid from the land's products, 
the farmer must, if held to his contract, receive an in- 
adequate remuneration for his own services, and may have 
to trench on capital to provide means for paying his rent. 
This may reduce his power of cultivating the soil in the 
manner calculated to get from it the best it can give, and 
thus add cumulatively to the farmer's distresses. 

It is easy to conceive of conditions which may cause 
contract-rent to differ from the rent-yielding capacity of the 
soil. Thus, an unwillingness to leave a farm which had 
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been held by parents and grandparents may serve to induce 
a submission to the exaction of a rent which leaves an 
inadequate remuneration to the farmer for his labour. 
Similarly, a landlord may be unwilling to press an old 
tenant, even though the land has risen in value. Further, 
capital invested in the soil cannot be withdrawn at short 
notice. Some improvements may take years to exhaust, 
and a tenant, who was unable to secure adequate com- 
pensation for unexhausted improvements, effected at his 
cost, might lose less by renewing his lease, at a rent higher 
than the land, without those improvements, could bear, than 
by abandoning the value represented by improvements. 

Where such hindrances to unfettered competition are 
absent, the competition of farmers for tenancies, and the 
desire of landlords not to have land unlet, tend to adjust 
contract-rents to the level determined by the surplus of 
the returns over the expenses of cultivation of the soil. 
The amounts of the rents of different soils tend to be 
adjusted to the differences in the facilities which they 
afford for cultivation. Where the nature of the soil demands 
cultivation by men of greater ability, these are in a position 
of advantage for securing the tenancy, since those of less 
ability will fail to secure a yield large enough to enable 
them to make offers for the land as good as those which 
the more capable can make without sacrifice of profit. It 
is necessary to state this, since the tendency in comparing 
different farms theoretically is to consider them as cultivated 
with equal skill. In practice, higher skill is required for 
some classes of farming work, and an adjustment takes 
place between the skill of the farmer and the opportunities 
afforded for the exercise of skill on different farms. 

The amount of rent has been stated above in terms of 
returns to and expenses of cultivation. We now proceed to 
present the same fact from a different point of view. If the 
needs of a country for agricultural produce (say wheat, for 
precision) could all be supplied from the most fertile soil it 
contained, no soil inferior to the best being cultivated, and 
the yield being, say, 25 bushels an acre, rent would not 
appear, and the price of produce would correspond to the 
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cost of raising it on this best soil. Imagine the community 
to increase, so that its needs could no longer be met from the 
best land, under the old conditions of cultivation. An 
inferior quality of soil might then come into use, yielding 
but 22 bushels to the acre. Under these conditions, the 
value of the produce must be adequate to make its pro- 
duction on the inferior soil profitable, that is, it must rise 
till 22 bushels suffice to pay the expenses of cultivating an 
acre. The best soil will now yield 3 bushels per acre beyond 
expenses, and the cultivator will be no worse off, when 
paying 3 bushels per acre rent for the best soil, than when 
paying no rent for the second-rate soil. If the need for 
produce increase further, so that a third quality of land, 
yielding but 20 bushels, must be brought into contribution, 
the value of the produce must rise so that 20 bushels may 
cover the expenses of cultivating an acre. The best land 
can now yield a rent of 5 bushels per acre, the second 
quality one of 2 bushels. With more numerous gradations 
of quality the general principle remains unaltered, and an 
approximation is made to real conditions, where different 
qualities of soils are found grading gradually from best to 
worst. Advantages of situation are equivalent to additional 
fertility, as reducing the expenses of marketing, if not also of 
obtaining the appliances for raising, the produce. 

In the above illustration, the need of recourse to 
inferior soils may be avoided by having recourse to more 
intensive cultivation of the superior land. Thus, if doubling 
the labour and capital on the best soil would yield a total of 
48 bushels per acre, the yield to the second half of the labour 
and capital would be 23 bushels, while it could only secure 
22 bushels on second-grade land. Under such conditions, 
and so long as such intensive cultivation yielded a supply 
adequate to the needs of the community, the price need not 
rise above what would make 23 bushels sufficient to pay for 
an amount of capital and labour equal to that originally 
conceived as expended on each acre. That original 
cultivating effort yielded 25 bushels, and may now be 
remunerated with the value of 23 bushels. Thus an excess 
of 2 bushels appears, in similar fashion to what previously 
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occurred through the recourse to second-grade soils. With- 
out supposing so great a change as a doubling of the outlay 
on each acre, some increase of the capital and labour may 
realise returns in the proportion indicated by the figures 
used in reference to a supposed doubling, and the effects on 
the proportion of the original 25 bushels needed to pay the 
expenses of the cultivation of the soil will be unchanged. 

Thus, alongside of, and concurrently with, the advance of 
cultivation to inferior soils, we have a more intense applica- 
tion of capital and labour to soils already cultivated. In 
each case it is seen that the surplus available for rent is 
equal to the excess of the actual produce over the amount 
needed to cover the expenses of cultivation. To state the 
amount of rent with reference to those expenses, then, is by 
no means in conflict with the conception obtained by means 
of illustrations such as those we have now been considering. 

How do these ideas apply to the case of land used for 
building purposes, or to mining properties? First, let us 
consider building land. Here, situation is practically the 
one element in determining the differences in value of 
different sites of equal area. But, as in the case of 
agricultural land, we may properly give attention both to the 
differences between different sites and to the differences in 
the various modes of utilisation of the same site. A site in 
a business thoroughfare affords opportunity for transacting 
a larger amount of profit-yielding business than a similar 
site in a side-street. There is a greater excess of income 
over expenses in utilising the one than in utilising the other, 
and that excess is the measure of how much more may pro- 
fitably be offered for the use of the more convenient site. 
In planning the building to be erected on a given site, the 
expenditure will be considered in relation to the revenue- 
yielding capacity of the accommodation secured. The limit 
of expenditure will be reached when additional outlay adds, 
to the prospective yield, not more than enough to cover 
interest on the outlay and a fair remuneration for the risk 
undertaken in connection with it. The total yield will bear 
a greater proportion to the total outlay than the marginal 
yield thus conceived to the marginal outlay, and the 
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difference provides the fund from which the rent of the site 
may be paid. The price which is worth offering for the site 
depends on this prospective difference, and is limited by it. 
As in the case of agricultural land, it is with reference to 
the most advantageous utilisation of the area, under the 
circumstances of the time, that the rent-paying power of the 
site is determined. If, for any reason, the site be utilised 
for a less advantageous purpose, those interested must be 
supposed to see some indirect compensation for the sacrifice 
involved in devoting to a less productive purpose what was 
suitable for a more productive one. When once the site has 
been improved, the building erected may, in course of time, 
become not fully suited to the needs which have developed. 
Its actual usefulness will determine the rent-yielding power 
of site and building together so long as it remains, and a 
comparison of this with the best use that could be made of 
the site, if unencumbered, will determine whether it is more 
profitable to leave the building as it exists, or with minor 
adaptations to existing needs, or to replace it with a new 
building, more fully adapted to the new conditions of the 
locality. It is almost obvious that high rental values of 
building-sites can only exist where there can profitably be 
made costly improvements to the site; only where large 
amounts of capital can be turned to use in connection with 
the site can it be worth a large rent. The rent arises 
because of the opportunity for using the capital so as to 
secure a return in excess of the cost of securing the use and 
replacement of the capital. The rent is, in fact, the price of 
that opportunity. As in all cases of rent, if equal oppor- 
tunities of profit could be found without using the rented 
object, there would be no stimulus to the payment of rent 
for its use. Because land affords opportunities, and in the 
degree in which it affords opportunities, for using capital and 
labour with greater profit than elsewhere, it becomes worth 
while to pay for the privilege of access to those opportunities, 
and to pay any price which leaves some residue of advantage 
to the purchaser of the said opportunities. 

In passing, special attention may be directed to a 
difference already noted between agricultural and building 
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land. With building land, the plan on which capital is 
expended in improvements is determined, as with agri- 
cultural land, by the prospective advantages to be secured 
by such an expenditure of capital. But the nature of the 
case makes a large part of the capital outlay on building 
land such as gives its returns somewhat slowly, and changed 
conditions, making a different kind of improvement more 
advantageous, cannot, in general, meet with so prompt a 
response as is possible as the result of like changes in 
reference to agricultural land. Much of the capital re- 
presented by improvements of agricultural land gives a 
return sufficient to replace it within a short period of years, 
and thus opportunity is afforded to adapt the forms of 
capital fairly quickly to the changing knowledge and needs 
of agriculture. For the most part, similar changes in build- 
ings in cities require a longer term of years before they can 
be effected. The rent idea applied to an improved urban 
site must generally be applied to the land and to a good 
deal of capital effectively bound up with the land. In the 
case of agricultural land, though the same is to some 
extent true, the dissociation of land and capital can be more 
easily conceived of, and occurs more rapidly, as a rule, in 
practice. 

For what is land-rent a payment? The Ricardian 
phraseology is that it is the payment "for the use of the 
original and indestructible powers of the soil." As Professor 
Marshall has pointed out, the powers of the soil which are 
original and indestructible are situation and area, implying 
access to sunlight, rain, etc. Other properties of the soil 
can be created and destroyed, but these are important as 
determining whether it is worth while to attempt the modi- 
fication of those other properties. As already indicated, 
land as hired combines certain mechanical and chemical 
conditions of the soil, which can be created or destroyed, 
and the use of buildings, roads, etc., facilitating the working 
of the land, with the use of the original and indestructible 
powers referred to. Inasmuch as contracts for the hire of 
land aim at securing that its existing powers shall be 
maintained, whether original or acquired, destructible or not, 
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there is no great gain in debating closely what is the line of 
division between the two classes of properties fitting land 
for use. 

In some agricultural leases provision is made for modifi- 
cation of the condition of the land, and compensation duly 
bargained for. In the case of building land it is still more 
usual to provide for the making of certain improvements, 
which are to pass to the owner of the land at the termin- 
ation of the lease. In such cases, too, it is only reasonable 
to suppose that the amount of rent contracted for is affected 
by the presence of these features in the contract. When, 
however, we consider the case of mines, we have such 
compensation, for a change in the condition of the property 
leased, not as an accidental, but as a necessary, feature of 
the contract. A mine cannot be used without a decrease in 
the store of mineral which it contains. Payment for the 
use of mines, therefore, includes a compensation for the 
decrease of the value of the mine necessarily resulting from 
its working. The royalties which are commonly paid to 
mine-owners are, then, partly a payment for material 
removed, and only partly a rent proper. But they are, in 
part, a true rent, for the varying facilities for the extraction 
of mineral in different mines correspond to the differing 
fertilities of different farms. As with farms, so too with 
mines, more or less intensive working is possible, and may 
enter into the rent problem in each case. Where mineral is 
easily and cheaply won, and enters into market competition 
with other mineral which is difficult and expensive to 
extract, the former can bear a higher royalty than the latter, 
and the differences in royalties are directly comparable with 
differences in rents of building sites or of agricultural land. 
But, so long as all the mineral is charged with royalty, the 
cases are not completely parallel. The condition which 
limits the profitable extraction of mineral is that its value 
shall cover, not merely the cost of winning, but the royalty 
in addition. Thus the marginal output has to bear a charge 
not falling on the marginal produce of agricultural land. 
In each case the expenses of production include the replace- 
ment of material and instruments used up, and replaced, or 
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at any rate replaceable, but the mineral bears, in addition, 
a charge for natural resources used up and not replaceable. 

The price of produce, every unit of which bears a charge 
additional to the expenses of winning it, must be higher 
than where that charge is not imposed. So much of mining 
rents or royalties as constitutes such additional charge is 
a cause of an elevation of price in the produce. If it were 
not charged, the amount of produce raised and placed on 
the market would be increased, for some mineral, which can 
return the expenses of winning it, but cannot bear charges 
beyond these expenses, would be added to the supply as a 
result of abolishing the charges, or deducted from the supply 
if charges of this nature were imposed where none had 
previously existed. In the case of agricultural land, leased 
in the ordinary fashion, the remitting of rents by landlords 
would not affect the intensity of cultivation of the soil, and 
therefore the supply of produce. It might do so if the 
tenant had been inadequately provided with capital, for the 
extra funds thus placed in his hands would render it possible 
for him to improve his mode of cultivation. But, as pre- 
viously pointed out, the conceptions relating to rent have 
been worked out on the hypothesis that the farmer owns, 
or can borrow, capital adequate for making the most profit- 
able use of his holding. Relief from the demand for rent 
would, in that case, simply give him the advantages of 
ownership, and it has already been noted that the intensity 
of cultivation would not be changed thereby. Some modi- 
fications would arise in practice from the greater willingness 
to risk outlay on owned land than on hired land, to work 
for more distant returns on the former than on the latter. 
But, broadly speaking, the statement that the supply of 
produce is not affected by the question of whether land- 
rent is paid by cultivators to others, or retained by them- 
selves, may be safely made. A change of the claimants 
of land-rent would, further, not affect the demand for 
produce. Here, too, there are indirect effects, not entirely 
negligible, and running counter to the allegation made. 
A transfer of wealth from one class to another does affect 
the nature of the general consumption of goods, and 
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hence modifies the demand for various groups of com- 
modities, including agricultural produce. Apart from this 
effect, demand for produce would not be changed by a 
cessation of rent payments. Now, if neither supply nor 
demand be changed, the value of the produce must be un- 
affected by the system which places rents in the ownership 
of a class differing from the class of cultivators of the soil. 

The preceding argument is a not altogether satisfactory 
presentation of the case in favour of the proposition that 
" rent does not enter into cost of production," that is, into 
that cost of production which determines, or at any rate 
registers, value. 

Recurring to the theme of an earlier part of this chapter, 
it may be recalled that, with a growing demand for produce, 
land of lower degrees of fertility needed to be cultivated. 
It was the need for more produce which made it necessary to 
submit to the greater expense of raising it from inferior soils, 
not the need of paying rent for superior soils. The power 
of securing a rent for the better soils was a consequence of 
the need of resorting to the inferior, not the cause of such 
action. The same is true if we deal with intensive cultivation 
instead of extensive. The need for raising more produce 
from the same soil, in addition to. what has previously been 
secured, leads to a submission to a less produce for the same 
expense, or a greater expense for an equal amount of 
produce, added to the old. Rentability is a result of such 
resort to less profitable modes of cultivation, and it is not the 
demand for rent which compels resort to the less fruitful 
expenditures. Such resort could not be avoided if every 
cultivator owned the soil he cultivated, provided the demand 
for produce rendered it necessary to resort to inferior 
soils, or to intensive culture of the superior. It is this that 
is meant by saying that rent does not enter into cost of 
production. 

In reference to some recent attempts to extend the 
statement to interest and wages, on the ground of analogies 
between rent and return to capital already noticed, and 
similar analogies to be noticed in the next chapter, it may 
suffice to repeat a statement already made. In the case of 
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capital goods, the actual return may be of the nature of rent, 
a quasi-rent, to use Professor Marshall's term, but, in a broad 
view of the organisation of production, the question of 
whether such return, when considered as a proportion of the 
cost of the capital goods, rises above or falls below the 
interest rate, will affect the supply of those goods, and hence 
the abundance, and the value, of the commodities they serve 
to produce. The maintenance of the return at a sufficient 
proportion of the cost of the capital goods is, then, a condition 
of the maintenance of the supply of commodities, and thus 
truly a determining element in their supply. Such a con- 
dition does not hold for land rents, for the available supply 
of land is not responsive to changes in the rent-paying power 
of land. Land, so far as the properties of situation and 
extension are concerned, and not including in that term 
capital bound up in improvements of the soil and capable of 
exhaustion, is available for use in the same degree whether 
it is able to secure for its owners a high or a low return. 
The payment of any particular rent for land, is not, therefore, a 
condition of the maintenance of the supply of the commodities 
raised from it, and thus rent does not enter into the price of 
agricultural produce. It is not possible to apply the same 
conceptions to prove that it is equally true that interest does 
not enter into price, or that wages do not enter into price. 

Let us examine the application of this doctrine to urban 
land. We find proprietors of shops occasionally advertising 
that they can sell cheaply because they are not burdened 
with heavy rents. But it is hardly to be supposed that 
dealers would willingly pay heavy rents, for sites in principal 
thoroughfares, if they could save by setting up their businesses 
on less heavily rented land, in distant suburbs or in less 
frequented streets. The opportunities, offered by the site in 
a main thoroughfare, for doing a large business, and thus 
securing a large profit, enable a high rent to be paid for that 
site without abandoning all the advantages presented by its 
occupation, as against a similar area fronting on a back 
street. Experience shows that, generally speaking, the large 
shop on a leading street attracts custom by prices as low as 
those of less pretentious establishments in minor thorough- 
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fares. It is not that high rents compel high prices, but 
that the chances of doing a large business at ordinary prices 
make it worth while paying a high rent for the site. Some 
apparent exceptions may be found in limited areas in some 
cities where there may be found shops which are specially 
frequented by wealthy shoppers. If there be, and there 
sometimes are, considerable numbers of shoppers who will 
not be driven elsewhere by high prices, such shops may be 
able to raise their prices above the general level. The habits 
of the fashionable shopping world may thus lead to high 
prices in the highly-rented shops, but the high level of prices 
cannot be said to be caused by the high level of rents. 
Rather is the opposite the case. Custom enables a large 
business to be done on these sites at peculiarly remunerative 
prices, and thus gives them a special value. This is reflected 
in the rents, which are able to be offered because of the 
profitable character of the business opportunities afforded, 
and which are, of course, demanded by owners conscious 
that the demand for such rents will not risk failure to secure 
tenants. 

Some attention has been given to the influence of 
increasing population, as shown in increasing demand for 
the produce of the soil (and for room to live) in raising rents. 
Recent history has made prominent an equally important 
influence tending to lower rents, to which attention should 
also be directed. So far as some parts of urban areas are 
concerned, the improved facilities of transit, which are now 
being provided, have relieved the pressure on space for 
residential purposes, and thus tended to lower rents for such 
purposes. The same cause has increased the value of 
central sites for business purposes, by rendering them more 
easily accessible from greater distances, and by larger 
numbers of people. But it is in regard to agricultural land 
that improved facilities for communication, and cheapened 
transport, have produced the most profound effect on values 
and rents. Readiness of access to market is less dependent 
on mere nearness than formerly. Extensive areas of fertile 
land, which can be cultivated at small cost, are now able to 
contribute to the supply of markets formerly dependent 
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mainly on local supplies. Agricultural produce has been 
cheapened by this supply from districts where the cost of 
production is small, and from which the cost of transportation 
has been reduced to a very low figure. The lower value of 
produce has lowered rents as measured in produce, since it 
has made it unprofitable to cultivate lands of low fertility, or 
press intensive cultivation to a stage of low returns, and thus 
the amount of rent, measured in produce, has been reduced 
concurrently with the fall in value of the produce, and as a 
result of that fall. Just as the increasing demand for produce 
involves resorting to poorer soils and more intensive cultiva- 
tion, and thus leads to higher rents, the reduced demand on 
the old lands has had an opposite effect in England, and in 
countries similarly placed. Changes in methods of cultivation 
have been rendered possible by advance in agricultural 
knowledge, but have failed to offset generally the influences 
here under consideration. Thus, agricultural rents in 
England have fallen during the last thirty years, while the 
supply of agricultural produce available for consumption 
by the English people has greatly increased. The growing 
populations of many large cities have rendered more 
intensive cultivation of land in their neighbourhood, for the 
raising of market-garden produce, much more profitable than 
formerly, but the areas which can be affected by these 
possibilities are, by the nature of the case, somewhat limited. 
In reference to the new lands, the products from which 
have competed so keenly with home-grown produce in 
England, it is necessary to make a few observations. The 
doctrine of rent, which has been discussed in this chapter, 
is a doctrine framed to explain conditions which contrast 
widely with those presented by these newly opened districts. 
In them we find abundance of land, available at so low a 
price as to be fairly classed as " no-rent " land, that is, the 
annual interest on the purchase price is so small a sum per 
acre as to be practically negligible in comparison with rents 
which are common, and regarded as moderate, in England. 
Much of this land, too, is cultivated by methods, and with 
appliances, which fail to develop the utmost possibilities of 
the soil. Frequently the increase of outlay on them would 
8 
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reveal a state of increasing returns. Thus the hypotheses 
on which consideration of marginally profitable outlay, and 
marginal cost of production as determining the rental value 
of land, was based are simply not applicable to the present 
conditions of cultivation in such cases, for example, as parts 
of Western Canada. Where, as in those districts, fertile land 
is abundantly available at a small price, there can obviously 
be a response of supply to demand. If it be worth while, 
the supply of cultivable land can be increased with a degree 
of readiness comparable with that manifested by capital in 
countries like England. New land [is brought under cultiva- 
tion partly for the sake of securing rights of property in it, 
and any future increase of value which may accrue. With 
due regard to the modifying influence of this consideration, 
we may say that the cost of adapting new land to the bearing 
of crops is a part of the necessary expenses of production of 
those crops, and, as such, influences the price of the produce. 
Rent of land is only, in a strict sense, of importance 
where land is hired by the cultivator from the owner. In so 
far as the influences which determine its amount are different 
in nature from those determining the amount of the other 
distributive shares, interest, wages, profits, its separate 
consideration is warranted, even where no payment corre- 
sponding to it passes from one person to another. As a 
determining influence in the value of land, it is further of 
importance, whether the distinction of cultivator and owner 
occur in practice or not. The net annual surplus from 
cultivation, over and above the personal remuneration of a 
cultivating owner, is the measure of the advantage of owner- 
ship. The value of the land is the capitalised value of the 
surplus. It will, therefore, depend on the rate of interest, 
which expresses the proportion between an amount of capital 
and the perpetual income which it can purchase. Prob- 
abilities of change in the net surplus of the land, or in the 
rate of interest, including such probabilities as may have 
to do with future changes altering entirely the kind of 
serviceability of the land, making agricultural land into 
building land, for example, will have their influence in 
modifying the proportion between the present net surplus 
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from the cultivation or use of land and its capital value, and 
making that proportion either greater or less than the 
current rate of interest expresses. Consideration must also 
be given to the social standing secured through the owner- 
ship of land. But, though these other features enter as 
important modifying influences, the amount of the actual 
and prospective rent-paying power of the land is the funda- 
mental basis on which its value depends. Thus the problem 
of rent, though directly a problem concerned with the use of 
land for a more or less brief period, is in reality closely 
connected with the problem of land values, a problem which 
is of interest and importance whether land be or be not 
rented. 

Some new features are introduced into our problem when 
we deal with contracts for the hire of land in exchange for a 
proportionate share of the produce instead of in considera- 
tion of the payment of an agreed-on sum of money. This 
plan of farming on shares, or metayer tenancy, — to use 
phraseology employed in America and in France (and some 
other European countries) for a tenure fundamentally similar, 
though the former is devised in relation to modern con- 
ditions, the latter is a survival from past ages, — introduces 
new influences to determine the degree of intensity of 
cultivation which will be most profitable to the tenant. If 
he is to receive but the half (to take a common proportion) 
of any additional produce, that half of the produce must 
suffice to repay him for his contribution towards its pro- 
duction. He would not, therefore, cultivate to the same 
degree of intensity as a cultivating owner, unless the 
proprietor bore, in one way or other, an equal share with 
himself in the expenses of raising the additional produce. 
We shall not pursue this subject further here, but it affords 
a useful and instructive example of the way in which the 
supply of produce of the soil may be influenced by the kind 
of interest possessed, by the responsible cultivator of the soil, 
in the results of his toil. The relative advantages of large 
and small farming, of peasant proprietorships and the like, 
afford further exercises in applying general principles to 
special conditions. Large farms offer opportunities for 
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better organisation than small farms, and may ensure the 
control of the land being held by men of wider experience, 
superior training and knowledge, and more cultivated in- 
telligence, men able to command more ready supplies of 
capital for the carrying out of necessary improvements and 
the securing of the most effective machinery. Greater power 
to survive the strain of prolonged misfortune without suffering 
a crippling of resources, and some advantage in conveying 
to market and selling products on a larger scale, tell also 
in favour of the larger farm. But the small farm has the 
advantage of the direct superintendence of the farmer, the 
man whose interests are at stake, in detail which on a large 
farm must be left to subordinates. What labour is hired 
may be stimulated to greater effort. Co-operation may, and 
to some extent already does, remove some of the difficulties 
of lack of capital, of knowledge, of access to the most suitable 
appliances. These are some of the points to consider in 
weighing the relative merits of the large farm and the small 
one. 

The sense of ownership has been cited on innumerable 
occasions as a stimulus to effort aimed at improving the 
property owned, and it need not be dwelt upon here. The 
working owner of a small property may produce a gross 
return beyond that secured by tenants of similar property. 
It does not follow that net returns will compare favourably 
for the peasant proprietor. He labours, frequently, for re- 
turns which would fail to provide the means of hiring labour 
such as his. When comparisons are made between the 
productiveness of land cultivated, in small holdings, by 
owners and by tenants respectively, the difference between 
gross and net returns is worth remembering. In addition, 
a man of small resources may do better for himself if he do 
not use so much of his resources in the purchase of land as 
to leave him inadequate means to cultivate it to the best 
advantage. 

When a family secures its livelihood by working for hire, 
the possession of a small plot of land may serve to render 
useful much spare time and to add substantially to the 
resources of the family. The measuring of cost of production 
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against the value of the product is less precisely done, and 
is not much affected by the changes in the market valuation 
of the product, when that product does not find its way to 
the market, but is consumed by the producers. This con- 
sideration affects all classes of producers of goods or services 
which are not exchanged before being consumed, and not 
agriculturists only, or chiefly. 

The political effects of a wide distribution of ownership 
of property need no special consideration here. It is sufficient 
to remark that, in considering a policy for practical adoption, 
some political advantage or disadvantage may have to be 
weighed against counterbalancing economic disadvantage or 
advantage respectively. 



CHAPTER VIII 
THE PROBLEM OP WAGES 

The Labourer's Share in Distribution 

WE have now to consider the application of the principles 
developed in the general discussion of value to the 
special case of labour, that is to say, to study the problem of 
wages. In doing so, we have, as in the preceding chapters, 
to give our attention to the demand and supply sides of the 
problem in turn. We take up first the demand side. What 
can an employer afford to pay for labour? The obvious 
and direct answer is, as much as the labour is worth and 
no more. This, however, requires closer examination. 

Labour is generally associated with capital and land in 
production, and we need to form a conception of the value 
of the contribution, to the joint product, which labour 
makes. Then, too, different kinds of labour, paid at many 
different rates, are employed together, and the contributions 
of the various grades to the total result must be disentangled 
from one another if we would know what each grade is 
worth. The case belongs to the complex cases of value to 
which some attention was given in Chapter V. As shown in 
that chapter, however, the contribution of labour, or of a 
special grade of labour, can be, for practical purposes, 
separated from the joint product. 

Consider the case of a group of labourers performing 

similar tasks. If their numbers can be increased or 

decreased slightly, without a change in the rest of the 

apparatus of production, with which they are associated, 

the consequent change in the product can be directly 

attributed to the change in their numbers. The loss in 

ns 
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product due to a loss of a workman, or the gain due to the 
addition of a workman, represents that workman's effective 
product. But this can only be maintained if the change of 
numbers does not involve leaving some machinery, or other 
productive appliances, wholly or partially idle, that is, if the 
removal of a workman simply removes his own contribution 
to the product, and not, in addition, that of a machine, or 
some part of that of other workmen. In conceiving of a 
man's net product, we must, therefore, either conceive of a 
case where no readjustment, of appliances to numbers using 
them, is needed when one additional man is added to, or 
subtracted from, a working group, or else we must make 
comparison between two cases, the one where the available 
capital is given the forms needed for setting a larger number 
of men at work, the other where the same amount of capital 
is represented by appliances for a smaller number. When 
the larger and smaller numbers differ by unity, the difference 
in the product of the two groups is due, not to a difference 
in any other element, but purely to the difference of a work- 
man more or less, and we may, therefore, reasonably call 
the difference the net product of that man's labour. If we 
may assume a knowledge of the interest on capital, the 
conception may be made simpler. We have merely to 
observe the difference in product due to the removal of 
one workman, to determine further the capital rendered 
idle by his removal, and, after assigning, from the total 
decrease of product, so much to capital as will account for 
the interest and depreciation on the capital thrown idle, 
attribute the remainder to the workman. 

In the preceding statement, the reference has been to 
capital and labour alone. If there be other productive 
agents to be taken into account, such as land or managing 
services, the problem is made more complex, but is not 
essentially altered in nature, or in method of treatment. 

Having formed a conception of what we may regard as 
a man's contribution to production, his net product, we may 
proceed to consider how it is related to his worth to his 
employer, if he be hired. First let us suppose that his place 
can be taken by any one of his fellow-workmen. Then it 
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will be clear that the question of the amount of his net 
product is one which is not concerned with himself personally, 
but that any one of those who could replace him, or whom 
he could replace, must be regarded as having the same net 
product. If the addition of one to the group add a certain 
amount to its total product, and it is indifferent which of 
the group, thus enlarged, does the work of the added man, 
then each in turn may be regarded as the last added, and 
none can be assigned an importance superior to any 
other. 

Now let us give attention to the comparison of such net 
products, of the members of a working group, as additions 
are made to its numbers. We may find that the added 
members continually add the same net product, or that the 
addition falls off as the numbers grow, or the opposite. If 
the additions are unchanged as the numbers increase, that 
is, if we find something corresponding to constant returns, 
this net product will be the measure of the value to the 
employer of the assistance of each and every one of the 
workmen. Should they be able to be hired for less, the 
employer profits, while if they cannot be had for that 
amount his immediate interests lie in the direction of not 
seeking to hire them at all. 

But a more general case will be found to be that in which 
the increase of numbers, employed in a particular way, leads 
to a decrease in the net addition made by each added to the 
number. The net product of the marginal man decreases as 
the number to be set at work increases. As already indicated, 
the assumption that each may be substituted, without loss or 
inconvenience, for any other, leads to the conclusion that the 
net product of the marginal worker measures the value to 
the employer of each of those with whom he is interchange- 
able. A further point of importance is, that the larger the 
number for whom employment is to be found, the smaller 
the marginal net product, and therefore the less the price it 
is worth while offering for additional men. So long as the 
current rate of wages is less than the marginal man's product, 
so long is there profit in securing additions to the number 
employed. When that marginal product, in its process of 
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progressive diminution, falls below the level of the current 
wage-rate, there is lacking any inducement, of profit to the 
employer, to add to the number he employs. Thus, the 
demand for more men is active or not according as the 
current rate of wages is below the value of the net product 
of the marginal worker or not, and, in seeking his own 
interest, the employer acts in a way tending to make 
marginal net product correspond in amount with current 
wages. In a state of equilibrium, where no inducement for 
further change was left, this correspondence would be 
complete. It is, further, clear that, in seeking to secure more 
men, employers tend to raise wages, so that, apart from the 
decreasing marginal productivity of labour, the rise of wages 
in response to an active demand for labour acts to bring 
about the correspondence in question between the wages- 
level and marginal productivity. 

The third possibility is that the increase of members in 
an industrial group adds to its product in a greater propor- 
tion than that in which its numbers are increased. If the 
net product of the marginal worker steadily increase, it must 
be in excess of the average product of the group. But this 
average must be increasing also. To secure additional men, 
it would be worth while offering them the equivalent of more 
than the average product assignable to the labour of the 
group, were it not for their interchangeability. This feature 
makes it necessary to restrict offers for additional men to 
the average product of the group at least. All that can be 
said in this case is that, while such conditions continue to 
prevail, the extension of employment of this kind offers 
advantages so long as wages do not rise to a point where 
they absorb the whole benefit of the increase of productive- 
ness of labour. This situation is one calculated to lead to 
continued demand for labour, the response to which, in 
demand for increased wages, has already been pointed out. 
There is no assignable limit to the rise of wages, though 
there is an obvious limit to the rate at which the rise may 
occur. It is not going too far to say that this state of things 
can be, as a rule, only temporary. In the expansion of the 
enterprise in question a point will be reached after which 
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the marginal net produce of labour begins to decrease in 
value if not in amount, and when expansion has passed this 
point the preceding considerations apply. The renewal of 
the increase may take place as the result of changes in 
organisation, the application of newly discovered methods 
of using scientific knowledge and the extension of such 
knowledge, the discovery of natural resources hitherto 
unknown, and the like. Thus the decrease of marginal 
productivity of labour is not a feature precluding hope for 
the future. It may simply connote a pause in the conflict 
between man and nature, a pause limited in duration and in 
the extent of the industrial field affected. Such pauses, 
however, are an important feature in the situation, since 
their limits are not easily foreseen. The insistence on 
increase of remuneration on the part of hired workmen 
cannot, in itself, provide the means of meeting the demand, 
though it sometimes serves as a stimulus, urging to the 
invention of some method of reversing the tendency to 
decrease of marginal productivity of labour in industrial 
employments. 

Except in those branches of industry in which, for the 
time, increased numbers can be employed to increasing 
advantage, we may say that the net product of the marginal 
labourer tends to decrease, and that the limit of the price 
which employers can afford to offer for labour is marked by 
this marginal productivity. This has been developed in 
reference to labourers who are interchangeable between 
themselves, but it can readily be extended to the more 
general case of units not mutually equivalent. The employer 
is concerned rather with the work done, or to be done, than 
with the persons who are to do it. This statement must not 
be distorted into meaning that it is indifferent to an employer 
whether his work is done by many or by few hands. Clearly 
that is not the case. Neither is it to be inferred that quality 
of work is unimportant. What is intended is that the 
application of the principles here discussed does not depend 
on the comparison of individuals doing exactly equal amounts 
of work. We are dealing with labour in quantities sufficiently 
large for the use of a marginal unit of labour which shall be 
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represented by more than a single individual. In such a 
unit, there is nothing to hinder regarding, say, two efficient 
men as the equivalent of three less able ones, if their net 
product is equal to that of the three. The equivalence of 
units that is of real importance, in reference to the points 
discussed, is an equivalence of producing power rather than 
of individuals. If wages correspond to work done, all that 
has been said may be applied with this modification. If 
wages are equal per man, then a modification must be 
introduced, since the more productive individuals will 
represent a greater net product to the employer than those 
less capable, and thus marginal productivity per man may 
fall off more rapidly than if the men were really of equal 
working power, since the more able will be preferred, and 
therefore, additions to numbers will generally be of less able 
units, and reduction of staff will take place by weeding out 
the less efficient. Thus, in the long run, even if wages per 
man are paid at a uniform rate, while the men are of unequal 
ability, opportunity to earn those wages will be more 
continuously afforded to the more able than to the less able, 
even if a difference of actual payment is not effected, e.g. by 
a change in the designation of the task of the more capable, 
accompanied by a change in payment. In spite, then, of 
actual differences between human capacities, the correspond- 
ence of the marginal net productivity of labour with the 
demand-price may be maintained. The units of human 
productive energy are interchangeable over a much wider 
field than persons are capable of substitution one for another, 
and individual workmen may be regarded as representing 
a greater or smaller number of such units of productive 
energy. 

When we have to deal with exceptional kinds of work, 
for which the available men capable of performing the work 
are few, the device, for determining the individual con- 
tribution to the total product, to which recourse has been 
had above, is no longer necessary. The work of the in- 
dividual being able to be more directly associated with its 
result, we are not met with any great difficulty in answering 
the question : What is the net product of a man's work ? It 
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was for the purpose of providing an answer to this question 
that it was necessary to give attention to marginal pro- 
ductivity when dealing with masses of men who, as in- 
dividuals, could not be dealt with, since they formed 
indistinguishable parts of a mass of work-people, that is to 
say, parts indistinguishable for the purpose of assigning a 
distinct part, or a distinct share of the value, of the product 
to the work of the individuals in question, by any other 
method than the division of the value of the product by the 
number of those engaged in producing it. The value so 
divided would need to be disentangled from the productive 
contributions of other classes of workers, of capital, etc., and 
the preceding discussion is designed to afford a means for 
handling some of the obvious difficulties which this problem 
presents. 

We pass now to the consideration of the features which 
call for attention in reference to the supply-price of labour. 
This term is used to denote that price which will suffice to 
evoke a volume of supply adequate to the need at that price. 
Generally speaking, with a change in the supply needed, 
there will be a change in the corresponding supply-price. It 
may also be noted that this price is generally only one of 
the features which serve to influence the volume of labour 
available. Hours of labour and conditions of employment, 
for example, may be such as to either add to or detract from 
the attraction of a given price offered. 

As affecting the supply of labour, we need to distinguish 
clearly between the two kinds of problems we may have to 
consider. The supply-price may have reference to a supply, 
attracted to a given place and industry from other places, 
and from such other industries as can supply labour suitable 
for the ends in view. It may, on the other hand, be used in 
reference to the training of boys to a particular trade rather 
than to any of the other trades among which they are prac- 
tically able to choose ; or even to the stimulation of a general 
increase in population by increase of births, resulting from the 
encouragement of marriages among young people due to 
generous remuneration of labour, whether the labour be 
self-employed, or hired out to a master. In the first of the 
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problems, the attraction of high wages in a particular in- 
dustry or locality needs to be sufficient to outweigh the similar 
attraction of other industries, and also, perhaps, the common 
disinclination to change trade or place of residence, a dis- 
inclination which, though common, is not universal. Further, 
the number of hours in the day, days in the week, or weeks 
in the year, which are devoted to work is affected by the rate 
of remuneration secured. When these various features are 
taken into account, the range of elasticity of supply of labour 
can be estimated. The whole supply procurable may be such 
that its marginal productivity is considerably greater than the 
equivalence of the price which is adequate to divert it from 
other employments and induce sufficient continuity and 
vigour of work. In this case the marginal demand-price 
may exceed the corresponding supply-price. Should rival 
employers be bidding keenly against each other for the 
control of such a supply of labour, the tendency would be 
for wages to be placed at a figure well above the lowest 
which would suffice to secure the requisite supply, but for 
such competition among buyers. Again, if the sellers of the 
labour be conscious of the advantage they enjoy by such 
relative scarcity, and if they are good bargainers, or have 
enough of such among them to set a standard for the rest, or 
be associated for the purpose and led by a good bargainer, 
they may secure for their labour a price well above what 
would suffice to prevent them from withdrawing part of the 
supply, though, of course, not exceeding the marginal 
demand-price determined by the productivity. If the em- 
ployer were actuated by motives which made it important 
to secure labour, even at a price which involved pecuniary 
loss, the wage might, for a time, go beyond even the 
equivalent of the marginal productivity. 

Thus, when the supply of labour is relatively small, and 
for as long as that condition can be maintained, the labourers 
may secure a price for their labour in excess of what would 
adequately remunerate them, that is, in excess of the lowest 
price which would suffice to induce the supply. Such an 
excess corresponds with what was found to occur in the case 
of returns to capital, and which has been called a quasi-rent. 
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It serves to attract additional supplies of labour to the place 
or industry in which it is realised, and may thus gradually 
remove the cause of the excess, namely, the relative scarcity 
of labour. Should artificial barriers restrict such recruiting 
of labour supplies under the attraction of favourable condi- 
tions of employment, the excess may endure for a long time. 
The invention or extension of other means of production, so 
as to avoid dependence on the scarce labour, or the substitu- 
tion of a cheaper (or different) product for that dependent 
on such labour, may lead to a fall in the demand-price for it, 
even if the supply is effectually restricted. 

In a manner corresponding to that which affords peculiarly 
advantageous conditions to labour which is scarce, conditions 
exceptionally unfavourable may affect bodies of labourers 
who are unable, or unwilling, to transfer themselves to other 
localities or trades when their own occupation ceases to be 
profitable. A price for their labour which would not have 
sufficed to bring them into the trade or locality may yet fail 
to reduce the supply to an amount which can be profitably 
employed at such adequate wages. The over-supply will 
lead to one of two results. Part of the labourers may be 
without employment, and thus constrained by exceptional 
pressure to remove themselves from the over-crowded trade 
or locality. Or, the whole may find employment at wages 
reduced to the level of the marginal productivity of the 
excessive supply. In the event of the lack of profitable 
employment being expected to be but temporary, reduced 
wages, or temporary lack of work, may do nothing to reduce 
the labour supply. Employers may even retain workmen at 
wages higher than their temporary productiveness would 
warrant, in order to hold together the working force in 
anticipation of revived activity in business. Otherwise, time 
may be expected to gradually reduce the over-supply, since 
the irregular employment, or low wages, or both, prove an 
insufficient attraction to draw young men into the trade in 
numbers sufficient to replace the natural loss by death or 
disability. The deficiency in the wages, during the period 
of over-supply, below the level which would serve to maintain 
a due flow of fresh labour into the trade, to replace its 
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gradual depletion by natural causes, may be treated, also, as 
a quasi-rent, but a negative rent in this case. 

In both cases, under-supply and over-supply, the problem 
presented may refer to even more temporary conditions than 
those here contemplated. It may be that circumstances 
preclude the recruiting of labour from other localities or 
trades, a sudden demand, too sudden to be met in that way, 
arising. Or, similarly, relief by removal to other trades or 
localities may, for the purposes of some problems, practically 
not be contemplated. The treatment of such cases will 
follow along lines sufficiently indicated by what has been 
said in reference to the cases actually considered. 

In what has preceded, reference has been made to the 
adjustment of the supply of labour, as between different 
trades, by influences affecting the choice of trades by young 
men just entering on life. A few years may make a con- 
siderable difference in the supply, even of highly skilled 
labour, if strong inducements exist to select one branch of 
work rather than another at the moment when choice is 
least hampered. Later, a sacrifice of acquired skill must be 
made by a workman who seeks to change his trade, and 
such changes are therefore hindered, quite apart from any 
customs, or union rules, requiring definite apprenticeship, 
perhaps before a definite age. 

Though individuals be not free to choose from a wide 
range of employments, the ability to choose among a small 
number may have important effects in changing the distribu- 
tion of labour from one generation to the next. These 
changes of supply of labour in different industries affect the 
relation of the earnings of labour in one employment to 
those in another. The employments in which earnings are 
high, relative to the ability demanded and the costliness 
and length of the training required, will attract a larger 
relative share of the new supplies of labour than those in 
which the contrary holds. Earnings and ability tend to get 
proportioned the" 1 one to the other in such redistribution. 
But industry is in constant change, and thus the complete 
adjustment of earnings to ability may not be secured, though 
it may be constantly approached. The more active and 
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intelligent the selection of the most promising openings by 
or on behalf of the adolescent, the more surely and rapidly 
will the adjustment be approximated to. But the point 
aimed at does not remain fixed, its changes cannot be 
precisely foreseen, and thus the complete adjustment is not 
secured. In the degree in which heedlessness, or the 
pressure of circumstances, compel the selection of trades 
without relation to the fitness of the individual to the work 
to be done, a waste of power results, in the sense that ability 
to perform much-needed work is possessed by those engaged 
on work to which they are not specially fitted, and in which 
they can be readily replaced. 

Taking industry as a whole, it is conceivable that, even 
if the supply of labour were duly distributed between the 
different trades, so that neither the workmen would gain, 
nor the value of their product be increased, by any redistri- 
bution as between trades and localities, yet the marginal 
productivity of labour might be at a level not corresponding 
with the wage-rate which would suffice to maintain the 
labour supply without increase or decrease of abundance. 
We must now give attention to the reaction of supply and 
demand on each other as related to the problem thus 
suggested, that is, we need to consider the influence of 
economic conditions on the movements of population, on 
births, marriages, and deaths. 

The question of whether a given level of wages will 
suffice to maintain the supply of labour, introduces the 
consideration of the standard of living among the recipients 
of the wages. In order to reduce the problem to one which 
shall deal with but one point of prime importance at a time, 
we may suppose that the conception of a given level of 
wages includes, not one uniform level, but such a set of rates 
as, in their deviations from one another, do not set up 
movements of labour from trade to trade or from place to 
place. A change in the level will, therefore, imply a change 
of the advantages of each trade which cannot be adjusted 
by a simple movement between trades. We thus concentrate 
attention on a feature of great importance, but one liable to 
be confused by the co-existence of many trades, with varying 
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advantages, and with supplies of labour which may be 
recruited or reduced by interchange between trades or places. 
The industrial world is thus effectively reduced to a world 
where each industry can be separately considered, or where 
we may proceed as if there were but one industry. The 
standard of living we consider has reference to this industry 
alone. 

What will be the result if the remuneration of labour 
fall short of the amount demanded by the standard of 
living ? This amount suffices to provide the necessaries and 
comforts of life according to the habits prevalent among 
the workers, and includes provision for the maintenance of a 
family. The former is implied in the supposition that 
personal ability to labour is maintained, for when expenditure 
is reduced, some reduction takes place, in practice, in the 
expenditure which contributes to efficiency, as well as in 
that which has its chief object in affording satisfactions 
secured for their own sake. What has become conventionally 
necessary is yielded up with as great reluctance as what is 
demanded for the satisfaction of primary physical needs. 
The inclusion of provision for a family in the conception of 
the standard of living is demanded by the consideration 
that we are examining the conditions of existence of a class, 
not of individuals. That the class may be maintained in 
undiminished numbers, provision must be made for the 
rearing of children and their industrial training. Wages 
must, in fact, cover the necessaries of the wage-earners and 
of the dependent members of the class as well, those too 
young to earn, those engaged in rearing children, those too 
old to support themselves. The wage which affords the 
means of attaining to the standard of living of the class is 
the supply-price of the labour of that class, and the preced- 
ing remarks have reference to this fact rather than to 
anything specifically stated in the words " standard of 
living." 

If wages, then, fell below the amount needed to maintain 

the class standard, the supply of labour will be reduced, 

either in amount, or in efficiency, or in both. Reduction in 

amount may obviously proceed by a drain to other classes, 

9 
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but that has been excluded from the present discussion, and 
if the drain form no part of the redistribution of labour 
among various employments, required when some trades 
have a deficient supply while others are overcrowded, 
merely transfers the problem of excessive supply to another 
class of labour. 

The only other mode of reduction in labour supply is 
that of a reduced birth-rate or increased death-rate, or a 
reduction of the work obtainable from each individual may 
take place. Privation may render the members of the class 
more liable to attacks of disease, increasing the loss of 
working time from that cause, and resulting in earlier death 
or incapacity. As stated above, the fall in earnings below 
the amount needed to support life on the class standard 
does, in practice, lead to some reduction in the amount, or 
deterioriation in the quality, of the consumption of what 
contributes to physical health and strength, even though 
earnings still suffice to provide for some consumption of 
luxuries. This reduction of the more essential parts of 
consumption reacts on the efficiency of labour, which is also 
affected by the moral or intellectual attitude of workmen 
in reference to work which they regard as inadequately 
remunerated. 

In addition to these influences on the working efficiency 
of the living, it is necessary to consider the influence of 
reduced means on the natural increase of numbers. Though 
it may be true that some classes are reckless in regard to 
the responsibilities of parentage, and that, in consequence, 
their birth-rate shows no response to decreasing prosperity, 
the more intelligent members of the wage-earning classes, 
perhaps all except the very lowest grades, are influenced 
in this respect by adversity. A fall in earnings operates 
to retard marriage, since the class standard of family life 
cannot be supported on the reduced earnings. How general 
this influence is can be seen by comparison of the marriage- 
rate in prosperous and dull times. The differences may 
be small, but they are real and not negligible. A check 
to marriages brings about a reduction in births, thus 
checking the supply of labour at the fountain-head. A 
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further point, already touched in passing, affects even the 
reckless lower classes whose birth-rate is uninfluenced by 
their economic circumstances. Lack of means results in 
harder conditions of life for all, and especially for very 
young infants, and the survival-rate is touched even if the 
birth-rate be not affected. 

The reduction of wages below the level needed to 
maintain the class standard of living, then, operates to 
check the supply of labour. If the class standard be 
unyielding, this reduction of supply will be slowly brought 
about. If the work-people rearrange their plan of living to 
suit their reduced means, their efficiency will be reduced. 
Their earning power being reduced, the demand-price for 
their labour will follow suit, and thus a fall in wages, which 
produces no response in a reduction of numbers, contains 
in itself the possibilities of a progressive degradation of the 
condition of the class affected. It is, of course, quite con- 
ceivable that, with wiser expenditure, a reduced income 
might serve to provide necessaries as plentifully as a larger 
one, the change being mainly one touching superfluities. 
In reference to this, it may be repeated that, in practice, 
reduction of income is not found to result in the simple 
cutting off of superfluous consumption. Some concurrent 
reduction of physical necessaries goes on as well. Further, 
the reduction of consumption, in the direction of cutting off 
whatever exceeds the physical necessaries for efficiency, 
operates to modify the willingness to work at high pressure, 
even if the ability to do so be not affected. 

It is clear that increased wisdom in expenditure might 
contribute as effectually as increased wages to ensure ability 
to work well. The expenses of production of commodities 
might, therefore, be decreased by true economy in con- 
sumption, as well as by economy in the organisation of 
processes of production. Still more, the real satisfactions of 
life might be considerably added to by such care in spending, 
so that, with given earnings, a fuller life might be enjoyed. 

While we acknowledge these facts, and regard them as 
of very great importance, they must be admitted to have 
but little bearing on the problem before us. Practically, 
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we have to take habits of spending as they are, and not to 
seek justification for a low level of wages in any reflection 
as to the best conceivable way of spending the wages, and 
their adequacy to provide necessaries of life, and something 
over, if spent with ideal wisdom. 

The prevalence of a wage-level below the equivalence 
of existing standards of living will, then, result either in a 
reduced supply of labourers or in the acceptance of a lower 
standard of living. In so far as the latter results, quite 
apart from the probable influence on the efficiency of labour 
when expenditure on its maintenance, and on its training, 
is reduced, the influence of the competition of growing 
numbers in an already over-supplied field must be considered. 
Increase of numbers employed tends, as we have seen, as 
a rule, to reduction in the marginal productivity of labour, 
and thus a further reason for a lowering of the demand- 
price is seen. 

We turn now to consider the results of a wage-rate above 
the equivalence of the standard of living. The preceding 
discussion will enable a brief statement to suffice. The more 
ample means are likely to lead to some increase in labour 
supplies, for reasons sufficiently discussed above in connection 
with the reverse process. Some part of the additional means 
may be used to enlarge the consumption of commodities, 
raising the standard of living if the enlargement be continued 
long enough to develop a corresponding habit of life. What 
was before stated, in regard to the cumulative effects of 
reductions of wages, may be said, in part, of the opposite 
tendency of increased earnings. Greater earnings may lead 
to the development of increased earning capacity, which may 
form the foundation for a fresh increase of earnings. Some 
stress may profitably be laid on a point mentioned in 
passing in the preceding discussion, and directly related to 
this. The increased efficiency may be seen, not in the 
actual earner of the relatively high wages, but in his children, 
who secure better conditions of life and better training. 
The class may advance even though the adult individuals 
in it at any instant do not. 

In so far as the relatively high earnings lead to a more 
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rapid increase in numbers, by excess of births over deaths, 
than would have taken place had earnings just corresponded 
to the actual standard of living, its effects must be noted. 
Increased competition for employment tends to induce the 
competitors to accept some reduction of wages below the 
rates current at the time. The increase of numbers employed 
tends to the reduction of the marginal productivity of labour, 
and thus to a reduction of the demand-price for labour. 
These features dominate the wages discussions of some 
writers. Those of the early nineteenth century, in particular, 
wrote as if the whole effect of advances in wages would be 
felt in increase of numbers of competitors for employment, 
and that, in consequence, the advantage would be lost, 
through the struggle of increased numbers for a place in the 
industrial hive. The standard of living, adherence to which 
provides a point of resistance to wage - reduction, was 
conceived of as necessarily yielding to pressure till it 
comprised the mere necessaries for existence. Hence these 
writers gave an impression that the condition of the wage- 
earners was one of little hope. The reluctance which is 
manifested to abandoning established ideas of what are 
reasonable conditions of life, manifested practically in the 
reduction (or inadequate increase) of the labour supply when 
that standard is threatened, with the correlative utilisation of 
increased opportunities, resulting in greater efficiency being 
secured when high wages provide these opportunities, lead 
us to dwell less on the deplorable condition of the least 
prosperous sections of the community than on the influences 
which help to maintain the advantages enjoyed by the more 
prosperous. 

If, then, actual wage-rates be below the supply-price for 
the amount of labour needed at those rates, though the 
quantity of labour immediately available may be great 
enough to compel the acceptance of the prices offered, the 
supply will not be maintained. Similarly, if the actual rates 
be higher than the supply-price in question, the supply will 
increase. Time is required to work out these results, to a 
point where the scarcity or abundance of labour is felt as an 
influence on the market-price for labour, but the supply-price 
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here considered, and the related standard of living, are 
nevertheless of real importance in the wages problem. The 
supply of labour does respond to the demand for it, though 
immediate necessity may compel the acceptance by labour 
of terms which, if anticipated, would have checked the growth 
of population. 

Wages cannot permanently exceed the value of the net 
product of labour at the margin of employment, and 
competition tends to make the two coincide. Wages, too, 
cannot permanently fall below the amount needed to 
maintain the standard of living of the class to which the 
labour belongs, and competition tends to make these two 
also coincide. As, in the general problem of value, utility 
and cost of production each tend to equality with exchange 
value, so too in this special case. The utility here is 
measured by the value of the product of labour at the 
margin of employment, while the cost of production includes 
the cost of the necessaries and comforts of life usual in the 
class to which the workman belongs, together with such 
luxuries as are also customary, the workman's family as well 
as himself needing support as a condition of the continuity 
of the labour supply. One may, perhaps, usefully consider 
the cost of production of labour as comprising the main- 
tenance of the labourer, including wear and tear allowance. 
That allowance provides for the replacement of the workman 
when his powers are exhausted, children replacing their 
parents. Thus the cost of maintaining a family bears some 
analogy with the cost of replacing machinery as it wears out, 
the allocations to a renewals-and-extensions fund which are 
commonly made out of the earnings of business enterprises. 
If it be objected that the expenditure of a workman is not 
wholly directed to keeping up working efficiency, an analogy 
is not wanting in the case of machinery or materials used in 
manufacture. Thus our present methods of using coal do 
not utilise nearly all the energy which its combustion 
develops. 

The value of labour depends on its utility and cost of 
production, and, if equilibrium were fully worked out under 
competition, all three would have the same measure. 
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Even assuming monopoly control on either or both sides 
of the wages bargain, this correspondence is still the state 
towards which things tend, so far as men know their 
economic interests and seek them. For, under a monopoly 
on the side of the employer, the marginal productivity of 
labour would not be less important than with competition 
of many employers, though the monopolised organisation 
might give either a higher or a lower value to the productivity 
of labour than it would have under competitive organisa- 
tion. The class-standard of living is effective whether the 
labourers contract individually or collectively for the terms 
of employment. Under collective action, however, the 
efficiency of that standard as a point of resistance to 
attempts to drive a hard bargain will, commonly, be greater 
than under an individual system of contracts. 

Assuming that the demand- and supply-prices of labour 
differ, there is a greater degree of indeterminateness in the 
division of the difference where each side is represented 
by one bargainer, that is, when monopoly prevails, than 
under competition. But, when the bargain is struck, the 
elevation of the standard of living to the level of wages 
secured operates as truly in the case of monopoly as in that 
of competition, and, on the other hand, the fact that it is 
profitable to employ workmen who cost less than they earn 
serves as an inducement to extend the margin of actual 
employment in either case. The influence of monopoly is 
felt in the regulation of the output so as to yield the largest 
attainable profit on its production, regulating its amount as 
a means of influencing its value per unit, which consideration, 
it will be recalled, forms a distinguishing characteristic as 
between monopoly and competition. Thus the monopolist's 
greatest advantage may be realised when the net marginal 
utility of labour is measurably in excess of its cost. This, 
however, is hardly the same thing as saying that the demand- 
price is in excess of the cost. It is, in this case, hardly 
possible to speak of anything other than the contract-price 
as the monopolist's demand-price for labour. 



CHAPTER IX 
SPECIAL PROBLEMS OF WAGES 

Methods of Remuneration 

SOME special attention may profitably be given to the 
problem of wages as concerned with various groups 
of labourers in regard to whom the conceptions developed 
in the preceding chapter in the matter of the standard of 
living will not apply. There are some notable cases where 
a wage insufficient to maintain even the individual worker, 
much less to support a worker and a dependent family, can 
be accepted without even a tendency to react on the supply 
of labour. A good illustration is afforded by the case of 
women's and children's wages. In regard to the latter, the 
supply-price is not entirely unconnected with the amount 
supplied, but is not limited by the expenses of maintenance 
of the children. Its relation to the permanent supply of 
child labour is bound up with other questions. The total 
earnings of a family, rather than the earnings of individual 
members of it, form the fund the relation of which to the 
standard of living operates on the growth of numbers. So 
far as the children are concerned, provided their earnings 
exceed the amount by which their maintenance at work is 
more expensive than their support without a wage-earning 
employment, there is an apparent gain from the wages. 
Against this gain some set-off is formed in the diminution 
of the services which the child is able to render in the home 
as a result of being employed outside it. Though this 
may, in a numerous class of cases, cover the grounds on 
which the availability of children for wage-earning employ- 
ment is determined, the consideration of the later working 
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efficiency of the child acquires importance in many cases, 
and must be regarded when the broad problem of the labour 
supply of the community is under discussion. On the one 
hand, small present remuneration may be offset by the 
acquisition of knowledge, skill, and experience, which will 
enhance the later earning power of the learner. On the 
other hand, the securing of some earnings at an early age 
may prejudice the physical and mental development of the 
child, and seriously reduce later earning power. To the 
extent to which the latter represents the facts, the per- 
manent industrial capacities of a class may be sacrificed 
through a short-sighted grasping after immediate advantage. 
If the future loss were fully realised, and present necessity 
did not interfere to compel the acceptance of disadvan- 
tageous terms, the holding back of child labour, till it could 
secure a wage adequate to fully compensate for the loss of 
future efficiency consequent on interference with physical 
and mental development, would perhaps render unnecessary 
legal interference with children's labour. Holding for such 
terms would correspond to the restraint imposed on labour- 
supply by a standard of living of unyielding character. 
Such restraint on the supply of children for employment 
does not operate in practice, and a partial substitute, as a 
means of maintaining the industrial powers of the race, is 
afforded by legislative interference with the employment of 
young children. 

Corresponding considerations, with such modification of 
detail as is necessary by change of conditions, apply to the 
case of young women's labour and wages. A large part of 
the supply is available at wages inadequate to maintain the 
worker. Those who depend on their own earnings for their 
maintenance meet with the competition of others whose 
support is secured independently of such earnings, and who 
are, in consequence, not restrained from ready acquiescence 
in a rate of payment which involves great hardship to the 
self-supporting worker. It may be said that some industries, 
employing young women at wages less than are needed to 
support them, secure labour which is partially provided at 
the expense of other industries. The cheapness of the 
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products of such labour is, in a sense, fictitious. The full 
cost of the labour is not charged against its product when 
the labour derives part of its support from other sources 
than the earnings of the toil which absorbs all its working 
power. Some greater attention than is given it might well 
be devoted to the question, of how far the community gains 
from the employment of part of its labour supply under 
conditions which cannot yield a return sufficient for the 
maintenance of the workers. Certainly one important 
reason for the hardships of women who must support 
themselves by their work is found in the fact that the 
supply-price of labour, in many employments supplied by 
women, is not in any sense the cost of production of that 
labour. 

A problem, which in some respects resembles that above 
discussed, is afforded by the lowest grades of unskilled 
labour. There the increase of numbers proceeds with but 
little regard for the relation of earnings to cost of living. 
Not only is the natural increase not effectively restrained by 
such prudence as influences the superior grades of labourers, 
but the numbers of the class are recruited from all the 
superior classes, the failures of which drift downwards to 
compete for work with the unskilled. The low wages 
earned by such labour in most countries are an index of the 
low value of the labour to the community. The need of 
society for the labour of so many of this class as are available 
is not very urgent, but, so long as this does not check the ' 
supply, it must result in hardship to the members of the 
overcrowded class. The hardship is the pressure urging to 
the adjustment of supply to the demand at satisfactory 
wages. The soundest measures of relief would be such as 
were aimed at relieving the pressure of competition in the 
class, especially by raising some of its members to a higher 
level of efficiency, and by checking the degradation of 
members of the superior grades. The former operation, and, 
in part, the latter also, would naturally be concerned with 
the children rather than with the adult members of the class, 
and would thus be aimed at the relief of congestion as these 
grow to maturity. 
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Before leaving the subject of wages, some reference must 
be made to the doctrine of the wages fund. In its extremest 
form this was stated somewhat as follows: — The total 
amount of wages is dependent on the amount of capital in 
existence, and on that alone : when this amount of capital is 
determined, therefore, the wages total is also determined: 
the average wage therefore depends simply on the number 
of wage-earners. 

While this doctrine of wages was held, it necessarily 
followed that the only way to add to wages was to add to 
capital. Increase of wages to one group of labourers meant 
necessarily a decrease to other labourers. 

The wages of labour are very largely expended on 
commodities for immediate consumption. The supplies of 
these commodities must therefore form the real wages, 
received in exchange for the money-wages. The proportion 
of the total capital of a community which will take the form 
of goods ready for consumption is not liable to rapid change. 
Thus there is a good deal of truth in the idea that wages, 
real wages that is to say, are related to the volume of the 
fund of capital. 

But there is enough of elasticity in each of the statements 
of the preceding paragraph to deprive the general statement, 
of the dependence of wages on capital, of the importance 
formerly attached to it as a doctrine of wages. As has 
been repeatedly pointed out by critics of the doctrine, wages 
are a part of the income of society, while capital is a fund 
of wealth. Income is of the nature of a stream, the volume 
of which is doubtless influenced powerfully by the quantity 
of capital accumulated. But the stream may vary in volume 
a good deal without preliminary change in the amount of 
the capital fund, just as the stream from a reservoir may be 
increased in volume without waiting for an enlargement in 
the size of the reservoir. An increased flow of sufficient 
amount into the reservoir will maintain its contents in the 
face of increased outflow. This corresponds to the modern 
view of wages, as dependent on the product of labour. 
Labour secures a larger stream of income on condition of, 
and in recognition of, supplying a fuller stream of goods. 
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Increase of product and increase of income go on together, 
without necessary enlargement of the fund of capital, though 
it is true that capital is increasing, and that its increase 
permits such reorganisation of productive processes as to 
add substantially to the general income of society, of which 
wages form part. Increase of this income from such a cause 
may inure to the benefit of the wage-receiver, apart from 
any increase of his efforts, and thus the increase of capital 
remains an important consideration in the wages question. 

In correspondence with the capitalist view of a wages- 
fund, we find a labour doctrine of a definite amount of work 
to be done, without reference to how many shall be engaged 
at it or on what terms they consent to work. This is the 
distinct implication of the theory, that an effective way to 
provide for the unemployed is for every man at work to 
decrease the amount of work he does, or the number of 
hours he works. If the decrease of the number of hours in 
a day's work do not diminish the work done, the grounds 
for increased employment as a result are difficult to de- 
termine. If we suppose shorter hours to mean equal work 
done, there will be some economy in operation, such as 
economy of motive power, unless this be offset by the con- 
sumption of greater power in securing greater speed for the 
shorter working day. Unless some more important source 
of economy than this be developed, the shorter working day 
will not mean any important cheapening of labour, with 
consequent increase of demand as the outcome of cheapened 
product. A shortened working day with equal work done 
would leave practically undisturbed the value of the labour 
and the demand for its product. Were the work done in 
the shorter day greater than that in the longer, it is possible 
that the product might be cheapened sufficiently to maintain, 
or even increase, the demand for labour. But such com- 
pensation of shorter hours by increased vigour of work is 
not contemplated by those who advocate shorter hours as a 
means of finding work for the unemployed. They regard 
their case as based on the need of society for a certain 
amount of work. Now, if the same product is turned out by 
more men, apart from the probable resultant increase of cost 
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of appliances, etc., that amount of product will be in demand 
at the same price as before, and less will be demanded if the 
price be raised. The former earnings may, then, be dis- 
tributed among the enlarged number of workers, or else the 
amount of work needed to be done will be decreased. As 
the reduction of hours is generally accompanied by a demand 
for equally high daily earnings, it is clearly based on a 
conception, of the relation of the different features of the case 
to one another, at variance with the simple conditions likely 
to be encountered in fact. 

The minimum wage doctrine is not unconnected with 
similar ideas. It is claimed that wages must not be allowed 
to fall below a stated minimum. The assumption that em- 
ployment for all can be found at or above that minimum is 
not justified. Fixing wages, so as not to fall below a stated 
level, means excluding from the possibility of employment 
all whose efficiency is so low as to make their net product 
worth less than the minimum. To assert that these must 
find employment in other trades or localities does not secure 
that such employment shall be procurable, in sufficient 
quantity, at acceptable wages. Where the members of a 
trade are able to set up, and maintain, a high level of minimum 
wages through limitation of their numbers, they are not 
necessarily to be blamed for consulting their class interests. 
The advocacy of a like policy for universal application is 
not so simple as its application to individual trades. If the 
minimum standard is higher than would have been secured 
without some limitation of freedom of entrance into the 
respective trades, an ultimate residue, of those unable to 
attain to the level of capacity needed to earn any of the 
established minima, must be left unemployable so long as 
the minima are maintained. An unsolved problem, how to 
dispose of this residue, would call for attention. Could it 
be solved without breaking down the minima? If these 
incapables were supported out of public funds or by private 
charity, would not the drain to provide the needed funds 
practically reduce the minima ? 

The practice of collective bargaining in the matter ot 
wages, that is, settling the rates for entire classes of labour 
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through negotiations between employers and more or less 
expert representatives of the workmen, acting on their behalf, 
is calculated to operate to the advantage of those thus re- 
presented, if only to their immediate advantage. How far 
their ultimate advantage as a class is secured, and whether 
at the expense of other bodies of wage-earners or not, will 
depend on the wisdom and ability of the negotiators. If 
nothing more is secured, the hastening of a rise of wages 
which circumstances tend to establish, or the retarding of a 
fall, are clearly advantages. Whether the organisation of 
labour has created the conditions assuring a rise in wages, 
or better earnings through more continuous employment, 
when those conditions would not have been established 
through the changes in the general economic situation, is an 
unanswered question. The influence of the trade unions, in 
gathering information as to where labour is in short supply, 
in enabling out-of-work members to go to places where 
employment is abundant, in providing for the maintenance 
of labourers when out of work, thus avoiding the loss of 
working power, for the maintenance of which the inadequate 
savings of workmen do not sufficiently provide, in providing 
relief in case of sickness, and other friendly-society benefits, 
is important and tends to the improvement of the condition 
of their members. 

It is not proposed to discuss strikes and their economic 
effects here, but it may be noted that the consciousness that 
an opponent is strong enough to make a good fight may 
stimulate to the settlement, by peaceful negotiations, of points 
which would have led to a struggle with a weaker opponent. 
Strong unions serve, therefore, to substitute negotiation for 
strikes in the settlement of industrial difficulties, though 
they have by no means rendered strikes unnecessary, or 
deprived them of some of their most obnoxious features. 
A strong, well-officered union, too, can do more to ensure 
the observance of a contract between employers and work- 
men than a weak, ill-disciplined union. 

The operations of large unions, covering the whole of a 
trade, sometimes result in compelling the observance of rules 
by the less scrupulous employers which are by no means 
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obnoxious to the better-disposed, but which, if observed 
by the latter and ignored by the former, would give a com- 
petitive advantage to those who ignored them. Certain 
principles are, in fact, laid down, aimed at protecting the 
employees of the less scrupulous from acts from which the 
better disposed would be glad to refrain, but for fear of 
competition. By imposing on all alike conditions agreed on 
between representatives of employers and workmen, the 
forces of competition are not destroyed, but diverted into 
channels where they are believed to be less likely to involve 
injury to the wage-earner. 

In passing, attention may be called to one point in the 
wages problem noted by the late General F. A. Walker. It 
is that the wages problem proper is concerned with the 
remuneration of those who are employed in occupations 
where the result of their employment is looked to to provide 
the means for their payment. Industrial employment, rather 
than domestic employment, is our problem. The employer 
of domestic servants may become more able to pay high 
wages as the result of his profits in employing other labour, 
but not as the result of the work of the domestics. A man 
does not pay high wages because he is rich in the cases with 
which we are most concerned. He may be rich as the result 
of paying high wages, if high wages connote great efficiency 
of labour. It is not what he has, but what he expects to 
get, which enables and induces him to pay wages. These 
wages are the condition of controlling the labour of his 
employees, and of being free to direct it to those purposes 
of production from which he anticipates making good those 
wages, as well as other expenses, and securing a profit in 
addition. The supply of labour available for domestic and 
other personal service will, of course, depend in large degree 
on the power of the offered remuneration, and other con- 
ditions of service, to attract labour from other employments, 
and hence the level of remuneration in those other employ- 
ments is an important factor in the problem. 

Since the efficiency of labour has so important a bearing 
on the rate of remuneration of the labourer, some attention 
must be given to the influence of the mode in which the 



144 ECONOMIC PRINCIPLES 

payment to the labourer is, in practice, made to depend on 
the work done. The two leading varieties of wage-payment 
are time-wages and piece-wages. The former, in which the 
amount earned depends directly on the time spent at work, 
offers no stimulus to economy of time, while the latter, pro- 
portioning payment to quantity of work done, stimulates to 
the performance of a large amount of work, but does not 
directly check the deterioration of its quality which may 
result from undue haste. 

It is clear that the employer cannot be indifferent to 
either the amount of work secured for a given time-wage, or 
the quality of work done on piece-wages. The fact that, in 
many employments, the workman is afforded the assistance 
of costly appliances means that slow work is expensive work, 
even if only paid for in proportion to the quantity of product, 
much more if paid by time. The earner of time-wages, 
therefore, risks loss of employment if he fall below a satis- 
factory standard of speed, while the piece-worker will need 
to attain to a minimum standard in the quality of his work, 
under a like penalty. The conditions which determine the 
rates paid have been considered in the present and preceding 
chapters. Where the choice can be made between the two 
methods of assessing the payment, that one will be chosen 
which gives the cheapest work, and thus an influence, tending 
to make the two modes of payment give substantially the 
same result, so far as cost of labour is concerned, is operative. 
Some kinds of work are not readily adapted to payment by 
the piece, and for them time-wages must be used, and any 
stimulus to smartness will come from the supervision of the 
employer or his foreman. Under piece-work men are said 
to be apt to overstrain themselves, wearing themselves out 
at an early age. This is not universally observable, though 
in some cases trade unions substantially restrain their 
members from setting too severe a pace, independent of 
their own powers of standing the strain. Various methods 
are employed to check the spoiling of the work through too 
great haste, such as fines for defects, graded according to 
the nature of the defect, or the rejection of bad work 
entirely. • 
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The above-named methods of payment are varied, and 
to some extent combined, in what has been called task-wages. 
In this arrangement, the labour contract stipulates for the 
completion of a given quantity of work in a given time for 
an agreed wage. If the quantity be not completed, fines for 
deficiencies are imposed. This plan aims at making explicit 
a feature of the bargain which must be important, whether 
definitely named or not. The employer of labour at time- 
wages expects to receive service sufficient to do a definite 
amount of work in that time, and the task-wage penalises 
shortcomings by fines, while the only penalty available 
otherwise is dismissal. The resort to dismissal in cases 
where the work done fails frequently, or regularly, to attain 
a satisfactory standard, is clearly not excluded by the fine 
system. 

As a means of stimulating to special diligence, various 
systems of bonus, for work in excess of a fixed standard, are 
in use. Some of these are known as progressive wages. 
This name applies to cases where a fixed piece-rate is paid 
for all work not exceeding a stated limit of quantity per 
hour, per day, or per week, and, for any output beyond this 
quantity, a higher rate is paid. Occasionally, in place of a 
single limit, above which rates are increased beyond the 
normal, several such limits are fixed, and, as each is passed, 
a higher rate becomes payable, for all output in excess of 
that limit, than for what falls below the limit. 

The conditions of employment frequently require that 
workmen should work in groups, each member of which is 
engaged in contributing his share to the common task. The 
output of the group may be capable of measurement, and be 
conveniently paid for at a piece-rate, while the work of each 
individual is not readily measured independently. If the 
members of such a group divide the payment for the group's 
output in fixed proportions, the earnings of each will depend 
on the work of all. In such a case the different members of 
the group may stimulate each other to diligence, or at any 
rate check slackness on the part of individuals. Such 
mutual supervision by interested fellow-workmen may 
reduce the necessity for close supervision on behalf of the 
10 
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employer. Should the system of progressive wages be 
applied to the group, a further stimulus to diligence is 
provided. In such cases of group-wages, we have to 
consider the conflicting tendencies, of the desire of each to 
prevent loss to himself through incapacity or neglect on the 
part of his fellows, and of the weakening of the motive for 
exertion by the fact that the benefits resulting from extra 
exertion do not accrue wholly to the man who is called on 
for the exertion. The part assigned to any one individual 
may be sufficiently small to make it appear hardly worth 
while striving for. The larger the group, the smaller the 
stimulus to do work from which the chief gain falls to others, 
and the more ineffective the mutual concern to check fellow- 
workmen from bringing loss on the group. 

A number of developments of group-payment, aiming at 
enlisting the personal interests of the workmen in the 
efficient performance of work, have been devised. A typical 
form is that of assessing the cost of a particular task, assigned 
to a group of workmen, in accordance with a standard or 
usual rate of working and of payment. The workmen are 
secured the regular rate of time wages, and share in any 
difference by which the actual wages-cost of the task may 
fall short of the standard rate as assessed. It will be obvious 
that this plan affords a stimulus to extra effort so long as 
the standard rates are not reduced in correspondence with 
what experience shows to be possible rates. Should the 
workmen suspect that the opportunity for gain, held out as 
an inducement, was being nullified by fixing the standard 
cost in accordance with the actual wages-cost attained by 
unusual exertion, not only would the motive for exertion be 
gone, but the willingness of the workmen to work diligently 
might be reduced even below what it would have been had 
no such premium-plan been tried. It will be clear that the 
whole of the economy on standard cost will not be assigned 
to the workers as a rule, for, in order to effect the greatest 
possible economy of time, some co-operation from the side of 
the employers is needed, and this may involve expense. In 
one way or other, there must be a prospect of profit to the 
employers from the realisation of the economy on the part 
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of the workmen, and part of that profit usually consists of 
an agreed percentage of the sum the remainder of which 
constitutes the premium on wages to the workmen. 

If, instead of thus calculating the profit, on each task, 
realisable by extra effort on the part of workmen, a bonus be 
paid on wages out of the net annual profits of the employer, 
whether individual or partnership or company, an interesting 
variety of a supplement to ordinary wages is afforded. The 
bonus may be assigned arbitrarily to individuals selected by 
the employer, and its amount may be varied at his discretion. 
Though it may afford some stimulus to diligence, if so 
assigned, its effect is not so general as if all shared in it. 
When the proportion of net profits to be given as bonus on 
wages is definitely fixed, and the distribution among the 
recipients takes place on a pre-arranged scale, the plan is 
known by the name of profit-sharing. The usual basis of 
distribution is to make the share of each workman pro- 
portionate to his year's earnings. Effectively, the wage- 
earners are thus made sleeping partners in the business, and 
in some cases they are assigned an active partnership 
through the assignment of the bonus in shares in the 
business, either wholly or partially. The possession of 
shares, acquired in this way, is usually accompanied by a 
right to elect one or more representatives on the managing 
board of the business. The enlisting of the interest of 
employees, in the success of the business in which they are 
employed, may evoke greater care and increased effort in 
their work, and thus create an equivalent for the bonus 
assigned them. 

In some cases, the acquisition of shares, as described 
above, has resulted in the entire business becoming the 
property of the employees, and, as such, managed by their 
representatives in their interest. But the ownership of 
businesses by those employed in them has also arisen 
independently, in pursuance of a plan to secure for workmen 
the profits of the employer, to make workmen their own 
employers. This form of industrial organisation is known 
as productive co-operation, and must be distinguished from 
the co-operation which consists of associations of consumers 
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for the purpose of dealing in the goods which they need. 
This distributive co-operation or co-operative shopkeeping 
has achieved marked success in Great Britain, and has 
served to enable co-operative industrial enterprises to be set 
on foot. Capital accumulated in one class of enterprise has 
been invested in the other. It will be obvious that 
co-operative production relies for success on the favourable 
balance between two opposing tendencies. The operatives 
are stimulated by the sense of proprietorship in the concern 
where they are employed, and by the assurance that 
whatever their efforts contribute to its profits is, in part, a 
gain to themselves. But the success of modern industrial 
enterprise depends in a very high degree on the ability and 
devotion of its management, and these are often bound up 
with the independence of such management. When the 
employer is displaced, so far as the profits of the business 
are dependent on his abilities, they disappear. In practice 
it would appear that the displacement of the employer goes 
far to destroy the profit, a share of which was the motive for 
displacing him. 

In profit-sharing, and in co-operative industry, the 
remoteness of connection, between any individual's effort 
and his share of profits, operates to weaken the stimulus 
to exertion found in the profits. The advantage arising from 
personal effort is shared among a host of others, and only 
if they display extra diligence in their turn can this effect 
be offset. Since personal gain usually stimulates to exertion 
more powerfully than advantages secured by one's fellows 
as the result of one's efforts, the effect of the share of profit, 
as a stimulus, is not as direct as can be secured by other 
methods. Moreover, the entire effect of devoted effort on 
the part of wage-earners may be lost through mistakes or 
misfortunes of the management, and this again weakens the 
stimulus afforded by anticipation of a share in profits, on 
account of their doubtful amount. The moral effect of the 
sense of proprietorship in the one case, or of being treated 
with justice and consideration in the other, is not to be 
ignored as an influence on work done. While the magnitude 
of earnings has a most important effect on the physical 
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power to labour which their expenditure supports, the sense 
that wages are assigned with justice, and a degree of 
contentment with the industrial situation, aid in ensuring 
a willingness to use that power to the best effect Efficiency 
is not wholly a question of the material return secured for 
labour done, but largely also a question of the mental and 
moral attitude of the workman towards his work. 

One further method of assigning to labour a share in any 
advantage which economic conditions assure to the industry 
in which it is engaged may be briefly noticed, namely, the 
adjustment of wage rates by what is known as a sliding- 
scale. This method is employed in some cases, such as 
coal and iron mining, where the general condition of 
prosperity of the industry is fairly accurately reflected in the 
market value of its product. Though this value is far from 
being a complete and accurate measure of employers' profits, 
it is practically accepted as the measure of the claim of 
labour to a share in the good times which bring profits to 
employers. The usual arrangement is to select an agreed 
price of the product or material with reference to the value 
of which wages are to be determined, and to fix the rates 
of wages which are to prevail when the price differs from 
this selected standard by less than an agreed variation. 
Then all wage rates are advanced or reduced by percentages 
corresponding to the difference between the standard price 
of the product and its actual price for the period in reference 
to which readjustments of wage rates are effected. A recent 
example is the wage-scale laid down by the Arbitration 
Commission for the anthracite coal miners in the United 
States. Standard wages, namely those in vogue at a given 
date, are to be paid when coal sells at $4*50 per ton, and are 
to be increased by one per cent, for each addition to that 
price of five cents. For the purposes of applying such 
scales, the selling price requires to be determined, and this 
is commonly done by a submission of books, in confidence, 
to accountants appointed for the purpose. The agreement 
as to a scale may provide for its application only within an 
assigned range of prices and of wage variation. 

The use of a sliding-scale assigns to labour a share in 
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prosperity or adversity in automatic fashion, and thus 
removes no small part of the occasion for conflict between 
employers and employed. It is not ideally just in operation, 
and is not readily applicable to most industries, though more 
widely applicable than applied. In case of a considerable 
and permanent change in prices, the scale would be apt to 
give either more or less than was contemplated when it was 
settled. The agreement on a new basis for a scale provides 
as wide a scope for industrial conflict as ordinary disputes 
about wages where no scale is used. Yet some increase of 
smoothness in industrial relations, and of stability of con- 
ditions touching wages, is assured where such scales operate, 
and the very crudity of the approximation to justice which 
they afford ensures that simplicity which makes them 
intelligible, and thus aids in ensuring support and trust. 
One weak point is that workmen are induced to believe 
that their employers resist reduction of. price less strenuously 
when that reduction carries with it a lessened wages-bill. 



CHAPTER X 
THE PROBLEM OF PROFITS 

The Employer's Share in Distribution 

THE profits of the employer of labour remain for con- 
sideration. Are these arbitrary or do definite 
principles determine their amount? It is clear that mere 
possession of a producing establishment will not suffice to 
ensure an income to its possessor. Where one man realises 
loss, another secures substantial profits. The capacity of 
the management determines whether the one or the other 
result is secured. In older discussions, the revenue of the 
owner and manager of capital were hardly differentiated. 
The capitalist-employer was the central figure demanding 
consideration. He was undertaker of business management 
and risks, and employer of labour, because, and to the 
extent to which, he was a capitalist. Changes have come 
over the organisation of business. The manager may be to 
some extent a capitalist, but the quantity of capital he 
controls is not limited to what he owns, or even to what he 
can borrow on his personal credit or on the security of his 
property. The joint-stock form of business organisation 
has enabled managing ability to be more readily associated 
with opportunity for its profitable exercise. The possessor 
of the managing power may be the possessor of capital 
totally inadequate to enable him to use that power effectively. 
The owner of capital may lack disposition or ability to 
venture the capital in an enterprise under his own direction. 
These circumstances have, however, much less power than 
formerly to prevent the acquisition of control of capital by 
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those fitted, by ability and training, to use that control to 
advantage. 

Where the control of capital is exercised by hired 
managers, the problem of remuneration does not differ in its 
general nature from the problem of wages. The demand- 
price for such services is limited by the ability of the 
manager, that is, by his power to organise and conduct the 
business so as to produce a profit. By so much as the 
ability of one man exceeds that of another, as measured by 
their power to render an enterprise financially successful, by 
so much may the proprietors offer a higher salary to the 
more capable, than to the less capable, without being worse 
off as a result. 

The supply of ability available for business management 
is partly, though not wholly, dependent on the rate at which 
such services are paid. For the more difficult managing 
posts, the capacities required cannot be produced by training, 
though much may be done toward their development by 
appropriate training. The attraction to men to devote their 
powers to business rather than to a profession, to one 
business rather than to another, is partly found in the 
earnings anticipated. The more certain these are, provided 
they are adequate, the higher they are, provided they are 
reasonably certain to be secured by the possessor of ability 
of a given order, the greater the number who will be attracted 
to compete for these gains. 

An attraction more powerful than large earnings, at any 
rate as affecting the highest positions in industry and com- 
merce, is the opportunity offered to exercise control over 
masses of men and complex organisations. The satisfaction 
of leadership, the delight in planning new combinations of 
appliances or men, probably constitute a large part of the 
reward, which really counts as such, to men of high con- 
structive ability, though they are not indifferent to pecuniary 
gain, and require to have an income of considerable amount. 
When the income secured once becomes very large, the 
variations in it hardly form the measure of the motive which 
stimulates to exertion, though they constitute the compensa- 
tion for exertion and enterprise. The large incomes of 
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successful business men do form, however, an important 
part of the attraction which brings in competitors for these 
gains. In this sense they are an important feature in 
influencing the supply of capable men available for under- 
taking the control of business enterprises, new and old. 

With regard to the earnings of managers of business, the 
considerations adduced in relation to some special classes of 
ordinary labour apply in a special degree. At any instant, 
the supply of such ability available may be either abundant 
or scarce relative to the occasions for its profitable exercise. 
The remuneration of the individual is much of the nature of 
rent. But the amount of the remuneration can and does 
react on the supply, so that it is a quasi-rent, not a true rent, 
with which we have to deal in this case. 

Looked at as a rent, the remuneration of the entrepreneur 
may afford some further useful reflections. Rents are, in 
their nature, differential payments. The capable entre- 
preneur reaps a reward corresponding to his superiority over 
less capable men with whom he is in competition. He does 
not secure his gains at the expense of labour or of capital. 
If he gets the use of capital on better terms, it is because of 
the lower risk associated with his control than with that of 
others who pay a higher rate. So far from hiring labour at 
a lower rate than struggling competitors, the conspicuously 
successful entrepreneur often pays somewhat higher wages, 
and quite commonly gives more favourable conditions of 
employment, than the less successful men can give. So far 
as the gains of the highly remunerated entrepreneur exceed 
those of the less successful, they are certainly not secured by 
enforcing harder terms on labour than labour secures from 
these rivals. A plea often acknowledged as valid by work- 
men is that their employer is barely able to hold on, and 
unable to give higher wages, or even unable to continue 
existing rates. The obviously struggling employer, in a 
small way of business, meets with the sympathy of wage- 
earners, though he does not give better terms to his 
employees than his more successful competitors give. 

An important question is, What degree of competence is 
necessary to maintain a place in the ranks of employers ? 
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what degree of incompetence can avoid being driven out of 
those ranks ? On this question not a little depends. The 
most expensive entrepreneurs, whether regarded from the 
workman's point of view as a wage-seeker, or from the point 
of view of the community, interested in the most effective 
possible organisation of its resources, are those who just hold 
their own as employers, who just avoid being compelled to 
give over the control of industry to others. Now the need 
of the community for organising ability, considered in 
relation to the supply of such ability, will determine to how 
poor a grade resort must be had in order to get the work 
done which is required to be done. Just as, in agriculture, 
the need of the community for produce, in relation to the 
supply of fertile land, determines what degree of infertility 
of soil must be resorted to, to secure the necessary food 
supply, so also in the corresponding case of managing ability 
as just stated. Whether the earnings of the employers who 
just maintain themselves as employers be regarded as made 
up wholly of wages, such as they might get if employed by 
others in a subordinate capacity, controlled instead of con- 
trolling, and in no degree of profits ; or whether we call the 
whole of the earnings, even of these entrepreneurs, profits, 
the important implication of this view of the case will be 
substantially the same. It is that the community stands to 
gain, and that wage-earners stand to gain, by every elevation 
of the grade of the lowest rank of entrepreneurs. If the 
managing work can be done entirely by a high grade of 
managing ability, it will be done more efficiently. Further, 
the implication of this is that men who possess managing 
power are relatively plentiful, and this is the essential 
condition for their being obliged to be content with a 
relatively small share in the product. Thus the organising 
work would be better done, causing the product to be greater 
with the same resources for producing it, while the share of 
the produce which is needed to remunerate the organisers is 
reduced, thus leaving more for distribution among the rest of 
the community. Labour stands to get some share in this 
increase, and thus has an interest in having as high a grade 
of ability among entrepreneurs as possible. 
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How, it may be asked, can such a result be promoted ? 
One method is to develop as fully as possible all latent 
capacity, which may be assisted by efficient general educa- 
tion. Of methods whereby able men may be assisted or 
encouraged in establishing themselves in business, in spite 
of not owning any considerable capital, nothing further will 
be said here. The aid which they might render in establish- 
ing a competition between those possessing ability is 
sufficiently obvious. But such competition brings up the 
question of who is to survive, or how those worsted in the 
struggle are to be eliminated. Whatever provisions of law 
check men from trading with the funds of others after they 
have become insolvent, covering losses due to their own 
inadequate capacity for management by using funds the loss 
of which cannot add to their personal losses, must aid towards 
this. The continuance of such people in business is not 
merely. a loss to those whose funds provide the means to 
cover their deficits, but it is a loss to the community as a 
whole, inasmuch as it means that some of the resources of 
the community are being used for purposes where they do 
not reproduce themselves in their use. A destruction of 
capital is in progress. Trade secrecy aids substantially in 
enabling losses of this kind to remain hidden long enough 
to become serious, and the increasing publicity of business 
may do something to check such loss. In view of the grow- 
ing complexity of business affairs, as a result of which 
publication of periodical balance-sheets fails to reveal the 
real standing of the business to which they refer, too much 
must not be expected of publicity as a restraint on the 
continuance of an enterprise after it has definitely entered 
on a career of failure. 

A good deal of discussion has taken place as to the 
nature of the services for which profits form the remunera- 
tion. So long as a man in business was, in large degree, 
owner and manager at the same time, his remuneration 
naturally covered the return to capital and to organising 
effort. The growing use of capital by others than its owners, 
leading to the establishment of systems of hire and loan of 
capital, required the separation of the remuneration of the 
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capitalist, the mere owner of capital, from that of the under- 
taker of business management and risks. Later, we have 
seen the growth of a great system of joint stock enterprise, 
where the management is in the hands of salaried employees 
in the main, the control resting with the shareholders, and 
being exercised through their board of directors. The 
services of the manager of the detailed organisation of 
business are thus more markedly separated from responsible 
ownership than when the owner, though not providing all 
the capital in the business, was yet the responsible owner, 
hiring the services of capital, and bearing the risks as well 
as the responsibility. The replacement of the independent 
owner of business enterprises by a salaried manager serves 
to suggest a further analysis of profits. Formerly used to 
include interest, the word came to designate the earnings of 
management. This phrase readily suggests an analogy 
between wages and the remuneration of the manager of a 
business. The latter comes to be regarded as a specially 
important member of the wage-earning classes, which have 
long been held to include the salaried subordinates of the 
manager-in-chief. As just pointed out, the later organisation 
separates the remuneration of the manager from that of the 
owners. The former takes the form of a regular salary. 
The shareholders as entirely buy out the pecuniary interest 
of their manager, in the outcome of his work, as he buys out 
the pecuniary interest of the weekly wage-earner, in return 
for a regularly recurring payment. Where the manager 
receives a bonus proportioned to profits, this statement is not 
entirely accurate, but the payment of a bonus in addition to 
wages does not destroy the general nature of the wages- 
payment. 

The distributive share known as profits, then, has, in 
practice, had the remuneration of the services of management 
cut out of it. What is left, profits proper, represents the 
share of those who take the risks and assume the responsi- 
bility of dictating the general lines of policy which the 
manager is to carry out. It does not destroy the importance 
of this separation if it be acknowledged that the manager's 
advice, as to the lines of policy desirable to adopt, is 
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substantially accepted and acted upon by the shareholders 
and their board of directors. The responsibility becomes 
theirs, they suffer reduction of dividends or loss of capital if 
the policy be unsuccessful, and to them accrue the advantages 
of a successful policy in increased dividends and appreciation 
in value of their shares. 

A question arises whether the risk-taking function, over 
the whole field of industry, secures any distinct distributive 
share of the product. Some bodies of shareholders gain, 
others lose. Is it necessary for gains to outweigh losses in 
order to ensure that capitalists will take risks ? Capitalists 
can avoid some risks in investing their capital, by selecting 
those investments which carry a minimum of risk. Govern- 
ment bonds, debentures, or even preference shares, involve less 
risk than ordinary shares of industrial enterprises. Is there 
anything more involved, in the selection of the latter rather 
than the former, than a disposition to take risks, and a willing- 
ness to take them if they bring a right of control with them ? 
It seems probable that some residual compensation for risk- 
taking is necessary, that if ordinary shares are to have the 
same capital value as mortgage debentures of the same 
business, the probable return on the former must exceed that 
on the latter. If large sums were invested in a wide variety 
of these two kinds of securities, the average netted on the 
shares would be somewhat higher, in all probability, than 
that secured on the debentures, the difference representing 
the valuation of the risk, the remuneration for risk-taking : 
in this case the more exact mode of expression would be to 
refer, not to the risk-taking absolutely, but to the difference 
between the risk-taking in the two classes of investments. 

It has been stated above that the right of control and the 
assumption of risks of management go together. So far as 
the risk is one which wise management can reduce, the 
association is quite natural. Risks are associated with all 
kinds of investments, and the investor can secure some 
compensation for selecting his risks wisely in a higher return 
as the result of that selection. The ordinary shareholder 
not only takes the risk of what may happen to the property 
of the concern whose shares he buys, but has at any rate a 
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nominal right of affecting the amount of that risk by in- 
fluencing the selection of the policy to be followed. The 
application of the term " profits " to the income secured by 
the exercise of such a function does not confuse the risk- 
taking of the speculator in bonds with the risk-taking of 
the owner of an industrial enterprise. There are sufficient 
analogies between the two cases, and it is significant that 
the term "profits" is applied to the speculative gains of 
the buyer and seller of stocks and shares. 

A significant trait in some recent developments is the 
tendency to acquire, on behalf of a definite capitalist or 
group of capitalists, the majority of the shares of various 
concerns, with the deliberate intention of shaping the policy 
of the concerns. The common neglect of shareholders to 
exercise their rights might have made a discussion such as 
the preceding seem wide of the mark, had not a good deal 
of emphasis been laid on the essential points by actual 
proceedings in the business world. It has some of the 
appearances of a reversion to the type of business organisa- 
tion in which the responsible owner hired capital and other 
agents, and directed his enterprise. The later phase is one 
where the responsible owners will have less to do with the 
detail of management than in that earlier private ownership, 
but not less of assertion of their right and intention to 
determine the general methods to be adopted and the goals 
to be aimed at. 

As some reference has been made above to speculation, 
some slight further discussion as to the nature of the function 
performed by speculation may be in place here. It may be 
acknowledged that every producer for a future market, that 
is to say practically every producer, is to some extent a 
speculator. He anticipates what will be wanted, at what 
prices and in what quantities, and sets to work to provide a 
supply in accordance with those anticipations. If his 
anticipations turn out to have been sound, he profits, if 
otherwise, he loses. The adjustment of the different parts of 
the productive force of the society, to the satisfaction of its 
various needs, depends in very great degree on the correct 
formation of these anticipations. 
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The speculator, ordinarily so called, is either blindly 
gambling, or is engaged in intelligently anticipating the 
future. The former class of speculators can hardly be too 
strongly condemned. They are as likely to guess wrongly, 
and so lead to a greater diversion of productive energies, to 
ends which will turn out useless, than would have taken 
place had they been inactive, as to guess rightly. It might 
probably be maintained that the chances are in favour of 
the former. But the speculator who devotes himself to 
securing some indication of what the future's needs are 
likely to be, if he be reasonably capable, is likely to guess 
right more often than he guesses wrong, and thus his acts 
lead to a balance of advantage, in securing a better adjust- 
ment of productive energies to the needs which materialise 
than would take place without his interference. 

As an example we will take the case of a speculator in 
wheat who finds reason to anticipate a shortage in the 
harvest. He seeks to buy early before others realise the 
shortage. As a result, especially if others follow his example, 
an early rise of price occurs, checking consumption, and thus 
providing better resources for the time of need than would 
have remained had no such early check to consumption 
occurred. In the converse case of excessive supplies, stores 
may be reduced by an early fall of price, and thus the effect 
of excessive harvest supplies be somewhat modified, since 
the previously existing supplies have been removed before 
the glut occurs. 

In considering the economic service rendered by the 
speculator, there has been held in view such operations as 
are based on facts, and reasonable anticipation of facts, not 
such as are based on false rumours deliberately given 
currency for the purpose of reaping a profit. The utilisation 
of such modes of making gain by deceiving others need 
not blind us to the real service, which is founded on no 
deceit, and which assists in making the adjustment of pro- 
duction to demand take place more smoothly. 



CHAPTER XI 
MONEY AND THE MECHANISM OF EXCHANGE 

WE have reached a point at which it is convenient to 
examine the arrangements by which the exchange 
of commodities is carried out. In what precedes it has been 
assumed that those necessary exchanges can be effected, 
which permit specialisation of employment, and thus are 
essential to the economic organisation of productive industry 
The direct exchange of commodity for commodity, known 
as barter, presents difficulties which would preclude its 
adoption on an extensive scale, and, if it could not be 
avoided, the productive organisation would be primitive 
and inefficient. To allow of the free development of 
production, there is required an organisation of exchange 
which shall effect the following ends: — (i) The makers or 
owners of different goods need to be brought into com- 
mercial relations with each other, so that each can obtain 
what he needs in exchange for what he has to dispose of. 

(2) Where the goods which one of the parties needs from 
the other exceed in value the amount which the latter requires 
of the goods of the former, the differences need adjustment, 
or exchange would be blocked. 

(3) To this end the balances of such exchanges need to be 
made available for the purchase of other varieties of goods 
than those concerned in the exchange from which they 
arise, and the balances from exchanges of entirely different 
characters need to be made available for mutual offset. 
That this may be done, these balances, in fact the various 
values exchanged, need to be expressed in terms applicable, 
not merely to the special exchange out of which they arise, 
but to exchanges in general. Their expression in terms of 
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some common unit of value, and the provision of some form 
of acknowledgment of the residual obligations in question, 
will remove this difficulty. 

The three points thus raised will be readily admitted, 
and can be illustrated with facility. Thus a tailor may 
need boots and a bootmaker a coat, but if the tailor can 
only find bootmakers who are already sufficiently supplied 
with coats and conversely, the exchange cannot be effected. 
Then, even if the two whose needs correspond are brought 
into relation with each other, the goods to be exchanged 
may not be equivalent in value. The coat may, for example, 
be worth 10 per cent, more than the boots. It is not sufficient 
that the balance be expressed in terms of the coat or the 
boots. It is highly inconvenient, to say the least, if it 
cannot be made available for the purchase of other goods 
by the tailor. If it can receive an expression which makes 
it acceptable by other traders, and a satisfactory acknowledg- 
ment of the bootmaker's obligation to pay the tailor can be 
secured, drawn in such acceptable terms, the hindrance to 
exchange is removed. 

The introduction of a general medium of exchange 
obviates these difficulties. If, for example, wheat form an 
acceptable means of payment to every one, or to a sub- 
stantial majority of the community, the tailor need not 
hunt for a bootmaker who needs a coat. Any one who 
needs a coat and will give wheat in exchange will provide 
him with a means of satisfying his needs, for, with the wheat, 
he can obtain the desired boots from any bootmaker who 
can suit his fancy. The balance of value, by which the 
coat exceeds the boots or the reverse, is both expressed 
and paid over without difficulty. If, in place of desiring 
a commodity nearly equal in value to a coat, the tailor 
requires a dozen articles, each of smaller value, and together 
representing an aggregate of value equal to that of the coat, 
his desires may be readily gratified ; while, if a producer of 
such an article as sugar desires a coat, he need not seek for 
a tailor who wants a large stock of sugar, since, by gathering 
the wheat, which can be secured from the users of sugar in 
exchange for the amounts of that commodity which they 
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need, the total needed to purchase the coat can be secured 
without inconvenience. The mere introduction of a medium 
of exchange of general acceptance, then, removes in large 
degree the hindrances to an extension of exchange which 
exist in a system of simple direct barter. 

In elementary stages of society, no medium of exchange 
could come into general use which did not itself embody 
value. This provided a guarantee that what was thus 
received as a payment could be used to effect payments to 
others. In modern developed societies this assurance is 
provided without the need for actually embodying value 
in the exchange-medium. The growth of mutual confidence, 
between the members of modern communities, enables the 
exchanges of such communities to proceed with greater ease, 
through the employment of forms of acknowledgment of 
obligation to pay large quantities of the general medium 
of exchange in place of handling that medium itself. The 
selection of a medium of exchange by a primitive people 
depends on the circumstances of that people. A hunting 
people used skins, a pastoral people used cattle, some 
agricultural communities employed grain, cowrie shells 
and wampum have performed this function, tobacco served 
the purpose for generations in Maryland and Virginia, and 
the variety of commodities which, at different times and 
places, has been used in this way, is very great. With 
advance in trade, the metals have generally secured a 
preference, especially gold and silver, which form the basis 
of the bulk of modern exchange transactions. By their 
beauty and comparative rarity, these metals have acquired 
value in the eyes of most peoples, and custom and law 
have enabled the holder of them to be confident that 
they will be accepted in payment by others, and thus 
provided an adequate inducement to every one to accept 
them from others. 

The metals are peculiarly fitted to take the place of the 
various other media of exchange just named. They can be 
readily conveyed from place to place, and have but small 
liability to injury in use, or loss of value by mere lapse of 
time. The rarer metals possess these characteristics in a 
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high degree. Embodying high value in small bulk, the 
cost of transport is reduced to a very small amount, while 
their small liability to chemical change makes gold and 
silver preferable to iron or copper, with their tendency to 
rust or become covered with verdigris, involving the effective 
loss of part of their substance. As to some other of the 
commodities named above, wheat needs care and labour to 
keep it from deteriorating if stored for a long time, cattle 
lose condition if not fed. The latter point shows that, 
however well fitted for use by pastoral peoples, cattle are 
unsuited as a means of exchange for trading and manu- 
facturing communities. 

Ready divisibility without loss of value makes the medium 
of exchange more convenient. Precious stones possess large 
value in small bulk and lose nothing in storage, but their 
division involves loss of value. The metals can be divided 
and reunited if desired, without further expense than that 
of the labour involved, and no loss of value. Ready division, 
too, enables values of all magnitudes to be represented con- 
veniently. Where gold represents moderate values, small 
values would be represented by pieces of metal too small 
to be convenient, and the device of using silver, and, for yet 
smaller values, copper or bronze or nickel, enables the use 
of pieces of convenient bulk for small as well as for large 
transactions. 

The precise equivalence of all units of the exchange 
medium is also of great importance, and the ready recognition 
of that equivalence, as also of the genuineness of what 
professes to be the general medium of exchange. Only 
members of a pastoral community could readily use cattle as 
a medium of exchange, since discernment of fine beasts from 
poor ones would be required. The metals, being homo- 
geneous in nature, represent equivalent values in equal weights, 
or equal bulk, if the purity is the same. The acceptance of 
metal in payment by weight was long practised, but, for 
retail transactions at any rate, is inconvenient. The device 
of coinage, the cutting of the metal into pieces of fixed sizes 
or weights, bearing marks enabling them to be recognised, 
provides a means of making payments by tale, i.e. by number 
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of coins, instead of by weighing the metal. The perfecting 
of coinage secures some protection against fraud in this mode 
of payment. The stamp of the mint is the guarantee of a 
trusted agency as to the weight and purity of the metal in 
the coin bearing the stamp, and the process serves also to 
shape the metal into pieces of convenient shape and con- 
venient proportions of value, of a hardness calculated to 
endure wear and tear with but little loss, and of a design 
such as to afford protection against fraudulent imitation or 
the abstraction of part of the substance of the coin. The 
hardness is partly secured by the proportion of alloy, partly 
by the force with which the stamp strikes the coins. Usually 
the standard metal for coinage contains 10 per cent, of alloy, 
as gold and silver are too soft for use in a pure state. 
English gold coins, however, contain one-twelfth part of alloy, 
in this differing from those of all the rest of the world, 
except Portugal; and English silver coins contain three- 
fortieths of their weight of alloy, this being the traditional 
fineness of English silver from the time when a moneyer's 
pound weight of silver represented the pound of value. 

It was pointed out above that the facilitating of exchange 
operations depended largely on the expression of the values, 
of goods entering into exchanges, in terms of a general unit 
of value. When a general medium of exchange is established 
in use, values will naturally be expressed in terms of it. 
But exchanges may be vastly facilitated, by such a common 
mode of expressing values, even if the actual exchange be 
not effected by the use of the thing in terms of which the 
values entering into the exchange are stated. Such a condi- 
tion occurs both in primitive and in advanced communities. 
Thus the beaver-skin continues to serve as the unit of 
measurement of values in some remote parts of Canada, 
though the actual beaver-skin does not represent the unit of 
value thus expressed. Actual skins, whether of beavers or 
other animals, are valued at various rates in terms of the 
beaver-skin, which is the traditional value unit. The goods 
which are purchased, with the credit which the sale of the 
produce of the chase provides, are also priced in beaver-skins. 
In India, the Company's rupee at one time served as a standard 
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of valuation of the various actual rupees, of differing mintages, 
which were in circulation, though this standard rupee was 
not struck for use. Not being in circulation, and subject to 
degradation through wear and tear, its value in silver 
remained unchanged. In most modern communities, vast 
quantities of goods are exchanged which are valued in terms 
of gold or silver coins, but in the exchange of which such 
coins are not used, various paper representatives of large 
masses of coin serving as actual media of exchange. 

The commodity which serves as medium of exchange and 
common denominator of values is generally known as money. 
Though a primary function of money was to serve as an 
actual intermediary in exchanges, the development of com- 
merce has progressively substituted representatives of money 
for money itself in this function. The values exchanged are 
estimated in terms of money, but the actual handling of the 
money is a cumbrous and unnecessary formality, which can 
be, and is, dispensed with on most occasions, though the right 
to require it is reserved. This use of substitutes for money 
in actual exchanges throws into greater prominence the use 
of money as a means of expressing value, and the fact that 
a great number of contracts, expressed in terms of money, 
call for money payments at a time subsequent to the date 
of the contract, leads to a further important quality being 
required of a money, if it is to be a satisfactory money. Its 
value must remain steady, that is, the values held in view in 
making a contract in terms of money should, as far as 
possible, be realised when the payment is made. If the 
money-material be one which is subject to rapid and con- 
siderable fluctuations in value, this condition is not fulfilled. 
By the selection of the precious metals as money material, 
the fulfilment of this condition is, in some degree, ensured. 
Let us consider the case of gold, and note the features of 
contrast between it and such commodities as iron, cotton, 
wheat, etc., in this respect. The supply, available for current 
use, of these latter commodities, is practically dependent on 
current production. This is more obviously the case with 
iron than with agricultural products, since the supply of these 
latter is great just after harvest and small immediately before 
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the new crop is ready. But the dependence of the annual 
consumption on the production of the year immediately 
preceding is obvious, and changes in the yield from year to 
year are fully reflected in the changes in supply available for 
use, and hence in the value of the product. In the case of 
gold, the supply available for current use is a large multiple 
of the output of the mines for a year, still more so of the 
fluctuations in that output from year to year. These fluctua- 
tions of output can, therefore, have comparatively little effect 
on the value of gold, that is on the proportion in which gold 
exchanges for other commodities. With an accumulated 
supply of gold in monetary form, or held as bullion in bank 
vaults, amounting to nearly £1,000,000,000 in value, an output 
of £60,000,000 or even £70,000,000 yearly cannot be a cause 
of such changes in supply as to change the value of gold 
with serious rapidity. This cause of relative stability, namely 
comparative stability of supply, cannot ensure stability of 
value, since demand may undergo considerable variations. 
But in a choice of a money-material, there can be no doubt 
that a commodity whose supply is relatively stable, largely 
owing to the fact that it is adapted for accumulation, and 
that the monetary uses are considerably the most important 
of all its uses, presents a greater probability of stability of 
value than a commodity of which the supply available for 
current use is subject to extreme fluctuations. 

The demand for money-material, to provide a means of 
exchange, is subject to a good deal of modification through 
the use of substitutes for, or representatives of, money for 
this purpose. Such substitutes are bank-notes or other 
paper-money, cheques and bills of exchange, and various 
arrangements by which book-entries, on the credit or debit 
side of an account, obviate the actual handling of either 
money or any concrete representative of money. Bank- 
notes, which simply take the place of coin held in a bank, 
and are used merely for convenience, do not economise 
metallic money beyond what is implied in reducing the 
wear and tear of metal. But, as will be seen in the next 
chapter, most systems of bank-note issue permit the circula- 
tion of paper exceeding in face-value the metal which is 
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held for its redemption, while some systems dispense with 
any holdings of metal, or require only the most meagre 
reserves. Thus instruments of exchange representing a 
greater value than could be replaced by metal in hand are 
actually circulated, and serve as media of exchange for 
values expressed in terms of the metal which they represent. 
Cheques and bills are more extreme examples of instru- 
ments of exchange, created in a volume which appears to 
have no relation to the metallic reserves which are held, as a 
provision for meeting the requirements of such holders of 
these documents as exercise their right to demand the money 
their claim to which is attested by these documents. The 
habits of modern commercial communities permit the cir- 
culation of such credit documents with great facility. In a 
community where there was but one banker, the cheques 
drawn by purchasers in payment for goods would be, 
practically, orders to deduct sums from what stands to the 
credit of the accounts of the drawers of the cheques, and to 
add them to the amounts standing to the credit of the 
recipients of the cheques. So far as payments took place 
between the members of such a community, having accounts 
at the bank, there would be no need to handle actual money. 
The payments would be balanced by receipts, perhaps on 
other days and from other persons, but not therefore involv- 
ing anything but book-keeping to satisfy the needs of the 
case. If several bankers exist in a community, the customers 
of each would present their claims on the others through 
their bankers, and the same bankers would have to meet 
claims on behalf of the same or other customers. To settle 
accounts between bankers, only the differences between 
claims and obligations need be paid in money. Where the 
magnitude of the business is sufficient to justify it, clearing- 
houses are established to facilitate the presentation and 
settlement of such claims between bankers. The amounts of 
the balances are, naturally, various. When numerous banks 
with large transactions are concerned, the balances fall to 5 
per cent., or less, of the amounts paid or received, while they 
may rise to 20 per cent., or more, where commerce is less 
active. The balances are not necessarily paid in money. 
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Sometimes, for example in London, their settlement is made 
a further item of book-keeping, all the bankers having 
accounts in this case with the Bank of England, and mutual 
payments being made by drafts on that Bank. Thus, in 
1902, the London Bankers' Clearing House effected pay- 
ments exceeding £ 10,000,000,000 without the intermediary 
of a single coin. The economy of money effected by the 
combined operations of banks, aided by clearing houses, and 
by book credits and like devices, is very great, and reduces 
the demand for money as a medium of exchange. 

But credit devices cannot entirely replace money in 
trade. The condition necessary for the smooth working of 
the organisation of credit is that, whenever required, the 
money, the claim to which is attested by credit documents, 
shall be forthcoming. A certain amount of money must 
therefore be held, ready to meet claims, by those liable to be 
called upon. The nature of the business they transact, and 
other circumstances, will determine how much each needs in 
order to be ready to meet every demand likely to be made. 
Some must keep more than others. The amount necessary 
varies with the state of trade, for the disposition to demand 
cash varies a good deal from time to time. The extent to 
which business can be conducted on a credit basis is not 
unlimited, and the creation of credit instruments must 
bear some relation to the cash available to meet demands 
arising out of them. 

Further, there is a large class of transactions in which 
money cannot be replaced by credit, where the habits of 
those concerned will not admit of the use of a cheque, or 
other claim to money, in place of the money itself. For 
payment of wages, in general, and for a great part of retail 
transactions, especially the smaller ones, actual money is 
needed. These transactions form a substantial proportion 
of the total exchange transactions of the community, and 
represent the final exchange of a large part of the products 
of industry. High prices call for the use of more money in 
this field, while, with low prices, less money is needed to 
effect the exchange of an equal mass of commodities. 

Money thus forms the actual medium of exchange for 
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one large set of transactions, and an adequate reserve of 
money is the necessary condition of the free use of credit in 
the remaining transactions of purchase and sale. 

Another feature is of importance in modifying the need 
for money, namely the efficiency of money and its repre- 
sentatives in their function as media of exchange. The 
amount of goods whose change of ownership can be effected by 
the use of a certain amount of money, even where no goods 
change ownership except for a payment of actual money, is 
not fixed. Its variations are ascribed to the " rapidity of 
circulation" of money. This phrase being explained, its 
appropriateness need not be discussed. It is enough to 
recognise that the business habits of some communities make 
a relatively small number of coins do the same exchange 
work, and in the same time, as would require a larger sum of 
money in other communities. A change in the efficiency of 
money, as thus conceived, may be equivalent to an increase 
or decrease of the money supply. 

It has long been held that the supply of money is a most 
important element in the determination of the general price- 
level. There are, indeed, some who contend that money- 
supply adjusts itself to price-level and not price-level to 
money-supply. But the weight of argument, and of fact, 
seems to support the view embodied in the proposition 
known as the " quantity theory of money." This proposition 
is, that increase or decrease of the money-supply causes 
increase or decrease respectively in the general level of 
prices, and that a large movement in money-supply will give 
rise to a large movement in prices, a small movement in 
money-supply to a small movement in prices. It must be 
borne in mind that this proposition is maintained subject to 
the provision " other things being equal," so far as those 
" other things " do not necessarily change in consequence of 
the change of money-supply. For convenience, a tabulated 
statement of the leading causes, which may operate to 
affect the phenomena dealt with, may be set down. These 
are: — 

(i.) The money-supply, or quantity of money in circula- 
tion. 
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(ii.) The efficiency, or rapidity of circulation, of money. 

(iii.) The extent to which exchanges take place without 
the use of money as an intermediary, or, as it is more briefly 
expressed, on a credit basis. 

(iv.) The volume of exchange-transactions. 

(v.) The general level of prices. 

It need not be argued that, if all exchanges required 
money as an intermediary, and the volume of exchanges as 
well as the efficiency of money remained constant, the 
variations in the general price-level would be in the same 
sense as the variations in the money in circulation, and would 
also be proportionate to them. This is merely stating a 
truism. If more money is used to exchange the same 
amount of goods, of the same kinds, each commodity must 
be exchanging for more money, if all commodities are 
equally affected, or, if not, the average level of prices must 
be raised in the same proportion as the quantity of money 
in use. If it be urged that the money would not be able to 
be got into use, the objection need not trouble us much. 
The history of trade sufficiently shows that available moneys 
are brought into use, though, generally, some increase in 
the volume of trade accompanies the rise in prices. This 
increase, so far as it goes, utilises the increase of money- 
supplies without requiring the aid of a rise of prices, but a 
precise offsetting is not, in the nature of the case, to be 
expected, and thus some residual effect may remain in a 
change of price-level. The stimulation of the volume of 
trade may outrun the increase of money-supply, or such 
stimulus may arise from other causes, so that that supply 
becomes inadequate to effect all the exchanges at the old 
price-level. Either more money must be obtained, or the 
volume of exchanges be checked, or prices fall on the average. 
But if all the money is metallic, or, if paper be in use, if 
increase of the paper be merely in the form of deposit 
receipts for metal, the first alternative is excluded. The 
second cannot be accepted as an explanation of general 
applicability, for the volume of exchanges grows under the 
stimulus of other causes than changes in the output of the 
precious metals from the mines. Thus the third of the 
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possibilities must be accepted as the result likely to be 
attained. 

The result of an increase in transactions seems quite 
likely to be an increase of efficiency of money, for a quicken- 
ing of business activity may well have such a result. But no 
general rule can be laid down, for the increase is not, 
perhaps, more likely to touch those men or localities, whose 
habits give to the money they touch a greater efficiency than 
the average, than those of a contrary temperament. 

But we have still to introduce the influence of the 
employment of credit devices. An increase of business 
which touches only those exchanges usually carried through 
by means of credit devices would not lead to a demand for 
more money, neither would any change of price-level in 
those departments of business. But we must keep two 
things in mind here. The one is, that changes in price or in 
volume of transactions can hardly remain confined to such 
transactions as are habitually arranged without the use of 
money. A rise of price of commodities in the wholesale 
markets, for example, if marked and continued, possibly 
even if small, will be reflected in retail transactions, while an 
increase of production involves, almost of necessity, increased 
employment of labour and therefore increase of wages. 
Thus, even if originating in quarters where credit displaces 
money, the effects are transmitted to points where they lead 
to a need for more money, the lack of which imposes a 
check on the movement. 

Is this assumption, of an origin of such a price-change 
independent of money influences, an abandonment of the 
proposition ? By no means. The price-change may not be 
caused by changes in money, but it cannot be sustained 
unless such changes have occurred. Moreover, the stimulus 
may be based on money-changes, though the first effects are 
seen where credit is supreme. In the field of credit itself, 
the arguments previously applied to a purely money 
economy will apply to prove that a rise of price of goods, 
exchanged entirely on a credit basis, necessitates an increase 
of credit facilities. These may arise from a change in the 
organisation of credit, or from an enlarged basis for credit. 
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In the former case, as already stated, the change cannot 
be maintained unless increased means for carrying on the 
operations inevitably bound up with it are available, and as 
a rule that means that more money must be forthcoming, or 
the advance must be checked or annulled. But the improve- 
ment of the credit organisation may provide the necessary 
increase of money. It is in the nature of improvements of 
this class to enable a larger credit structure to be built on 
a narrower cash basis. Thus it amounts to a provision of 
money for other purposes from what was formerly needed to 
support credit. The means for upholding some part of the 
increase in prices may thus be forthcoming. But if an 
improved organisation of credit be not the cause, a permanent 
increase of credit facilities can only be secured on an enlarge- 
ment of the cash basis of the credit structure. Thus, though 
first noted in the field of credit, the change in question may 
be traced to a money change. 

The only case in which we can admit a change, in the 
relation of prices to money-supply, differing in kind from 
that which would be produced in a purely money economy, 
is that of a change in credit organisation, which, as pointed 
out, means a setting free of part of the former money-supply, 
so that its effects are quite similar to those of an increase of 
money-supply. These considerations do not negative the 
interdependence of money-supply and general price-level. 
They do require that the interdependence should not be 
expressed as one involving equal proportionate changes in 
these two items. 

Over short periods, as between different seasons of the 
same year, changes in the volume of transactions are able to 
be handled by means of changes in the proportion which 
cash transactions are of all exchanges, or by changes in the 
credit facilities accorded on a given cash reserve. But even 
here price-change is not entirely avoided. After harvest, 
when the volume of exchanges is exceptionally large, prices 
fall in spite of extension of credits beyond the normal 
amount. 

A phenomenon which appears greatly at variance with 
the doctrine here maintained is the rise in prices, accom- 
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panied by increased transactions, which is seen in boom 
years. But this is an example of a class already dealt with. 
Credit facilities are vastly increased, without the usual care 
for adequate provision of reserves, just as might take place 
as the result of improved organisation. The difference is 
that, as the reserves are really needed, the inflation is, 
sooner or later, tried by a test which it cannot stand, and 
the inadequacy of the money basis of the great mass of 
credit transactions breaks down the high level to which 
prices have been carried. 

Some brief reference in support of the theorem in 
experience may be given. The nature of the case does not 
permit of precise statistical verification of parallelism in the 
movements of prices and money-supply. As argued above, 
it is not to be looked for. The most generally quoted 
illustrations of the proposition are found in the rise of prices 
which excessive issues of inconvertible paper-money have 
caused. The assignats of French revolutionary finance, the 
greenback issues of the American Civil War, and other 
similar instances, are to the point. But objection is taken 
that these are cases where the money whose quantity is 
varied is a credit money. The response of price-level to 
money-supply, when the money is metallic, is observable 
after the great supplies with which the New World enriched 
Europe got into circulation there in the sixteenth century. 
Trade grew, but money supplies increased faster, and prices 
rose, and did not fall back to their former level. During 
the first half of the nineteenth century, trade was growing 
while money-supplies did not keep pace with the growth, 
and a fall in general prices is observable, only interrupted 
here and there by boom years. After the discovery of gold 
in California and Australia, though the increase of trade was 
certainly not checked in its pace, the fall was interrupted by 
a substantial rise, sustained for a score of years, till the 
growth in demand for money outran what the increased 
supplies could provide for, after which a generally downward 
course of prices continued for a quarter of a century. Such 
general confirmation of the quantity theory indicates that, 
in spite of the great importance of credit fluctuations on 
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price movements in modern times, the proposition laid 
down in that theory has by no means ceased to have 
importance. 

In the preceding discussion, no exact definition of money 
has been laid down, though, in the drawing of a distinction 
between the exchanges effected by credit and those in which 
money was used some approach is made to drawing a line 
between what is and what is not to be counted as money. 
When a proposition is laid down in regard to money and its 
relations, it is necessary to apply it only where money is 
understood to mean the same thing as it meant when the 
validity of the proposition was established. Even if the 
proposition be equally valid for broad and narrow significa- 
tions of the term " money," the necessity of preserving the 
same meaning throughout any one discussion makes the 
precise formulation of a definition useful. Current usage 
applies the term " money " sometimes in a loose, sometimes 
in a strict sense. But for this, the most useful definition 
would be one limiting money to full-valued metallic money, 
that is to coins the stamp on which merely certifies the 
weight and fineness, but which are as valuable as metal, 
without the stamp, as they are as coin bearing the stamp. 
All use of representative money could be included under 
credit, except where the presence of the representative of 
the money in circulation implied the holding of the money 
for the specific redemption of the representative. In such a 
case the money might be held to be effectively in circulation. 
The employment of the word " money " to designate bankers' 
loanable credit precludes the universal limitation of the word 
to the narrower use. There is, in consequence, some con- 
venience in employing the term occasionally in the one 
sense, occasionally in the other, guarding against confusion 
by care in calling attention to the passage from one meaning 
to the other. The formal definition of General Walker, as 
modified by Sidgwick, includes "that which passes freely 
from owner to owner throughout the community, in final 
discharge of debts and full payment for commodities." This 
definition, in its terms, contains an explanation of why the 
line is drawn as there shown. The universality of acceptance, 
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and the finality with which obligations are discharged by 
them, are important characteristics entitling those things 
which satisfy these tests to separate classification, apart from 
other media of exchange. 

When the law confers legal tender power on a circulating 
medium, unless citizens oppose the carrying out of the law 
by practically refusing to circulate what the law endows 
with the power of discharging debt, the medium thus 
legalised satisfies the terms of the definition as a money. 
Inconvertible paper-currency may thus be money, as well as 
full-valued coin. Cheques and promissory notes and the like 
are documents conferring a right, absolute or limited, to 
demand money. They are not themselves money. They 
only conditionally discharge debt, and have only a limited 
currency. If we read "community" in the broad sense in 
which national boundaries cease to limit the application of 
the term, the definition limits the name " money " to metallic 
money, practically to gold. Legal tender currencies have 
no international circulating power and debt paying potency, 
so that international money is, as is acknowledged freely, 
practically gold bullion. 

In what precedes, the value of money in exchange for 
other commodities has been considered without other 
reference to supply than to the fluctuations which occur. 
As commodities in general have values corresponding in 
some sense with cost of production, it is useful to enquire if 
the same holds of money-material. As gold is the general 
material of standard money, i.e. of the money in terms of 
which values are expressed in all the leading commercial 
nations, we will refer to gold only. The relative stability of 
its supply has already been discussed. Thus cost of pro- 
duction may or may not correspond to the value which 
results from the relation of existing supplies to current 
requirements. But, if cost of production be below the value 
of the gold when produced, increase of supplies will be 
stimulated, tending to an ultimate fall in exchange-value, 
and, perhaps, to a rise in cost of production by resort to 
lower-grade mines. If, on the other hand, the value of the 
gold fall below the cost of production of any considerable 
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part of the current output, the poorest sources of supply are 
likely to be abandoned, so that the cost of the most costly 
part of what continues to be produced is less than was the 
cost of the abandoned supplies, while the check to new 
supplies gradually affects the exchange-value of that in use. 
Gold is, thus, not independent in value of its cost of produc- 
tion, and money, in this, resembles other goods continuously 
produced for regular consumption. 

If the output of new gold fall off, two influences tend to 
increase the power of gold to purchase other commodities. 
One is that the annual consumption of gold for industrial 
and artistic purposes is considerable, while the wear and tear 
of coined metal in use needs to be made good. Unless the 
production be considerable, these purposes will only be served 
by drawing on the accumulated supply, thus decreasing the 
sum-total of gold in circulation and in reserves of banks, etc. 
The other is, that growth of population and exploitation of 
new regions, with the increasing use of coin where less or 
none was used before, and the growing wealth of modern 
peoples, leading to the use of more coin, increases the need 
for metallic currency. Thus it is probable that the gold 
output of the late seventies and the eighties was not 
sufficient to add any substantial amount to the total 
monetary supply, while the field for its use in the ex- 
panding trade of the world was growing with considerable 
rapidity. 

If gold be relatively cheap, that is if prices be high, the 
use of gold in industry and the arts is stimulated, and if it be 
dear, that is if prices be low, the opposite effect is produced. 
Since the acceptability of gold as money rests on its value, 
that is on the esteem in which it is held for artistic and 
industrial uses, the way in which the value as money tends 
to be modified in correspondence with the value for other 
uses is both interesting and important. 

Before passing to the discussion of paper currency, we 
must give some brief consideration to a function of money 
which is accounted important by Jevons, namely that of 
serving as a store of value. For purposes of hoarding, 
the material of which money is made, or the money itself, 



MONEY AND THE MECHANISM OF EXCHANGE 177 

presents obvious advantages over other valuables, since its 
availability for monetary purposes is more direct when 
occasion calls for its use. It has, however, been argued that, 
so long as it remains hoarded, it is not more properly to be 
regarded as money than gold nuggets lying in the bed of 
a stream, though there is an obvious difference in the 
availability for monetary uses in the two cases. It is 
necessary to distinguish between private hoards, and the 
stores of money held by bankers and merchants which 
serve as a basis for their operations and a guarantee of their 
solvency. These reserves are not idle, for they are effectively 
promoting the circulation of goods, the more effectively the 
less they are disturbed. Adequate reserves are an essential 
to the safe conduct of modern business, and money in a 
bank -vault, without which the organisation of credit, which, 
in so many ways, enables money to be dispensed with, 
could not be maintained, is certainly doing money work, 
even when lying undisturbed. It has been well said that 
substitutes for money, in its work as a medium of exchange, 
can be devised and are used in constantly increasing degree ; 
but no substitute can be found to do the work which a 
banker's reserve does, so that this is an even more 
essential function of money than that of serving as a 
convenient intermediary in exchanges in our modern 
business life. 

The private hoard is more characteristic of primitive 
peoples than of modern civilised communities. It has, 
certainly, much of the appearance, and some of the reality, of 
a simple abstraction of part of the existing money supply, 
demonetising it as effectively as if it were made into plate or 
ornaments, though the restoration to monetary uses is easier. 
In serving to effect a transfer of wealth from one place to 
another, or to carry over wealth from one period of time to 
another, it does not perform characteristically monetary 
work. The addition to the three important functions of 
money, namely those of medium of exchange, common 
denominator of values, and standard of deferred payments, 
of this fourth function of a store of value seems un- 
necessary. 
12 
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Inasmuch as the actual reserves of some banks exceed at 
times, if not habitually, the amounts necessary to guarantee 
their operations, they partake in part of the character of 
private hoards. Thus the large accumulations of some 
European national banks exceed what would amply 
guarantee all their business, and may probably be looked on 
as in reality, so far as the bulk of such excess is concerned, 
simply military hoards, which the banks accumulate for the 
convenience of the Governments of the countries concerned. 
How much is the one, how much the other, cannot easily be 
stated, since no general rule can be laid down as to what is, 
and what is not, an adequate business reserve. The amount 
required for this purpose must be estimated by those in 
contact with the local circumstances, and in accordance with 
their changes. 

The accumulation of money in banks at dull times 
affords another illustration of the keeping of reserves beyond 
what would suffice for amply securing solvency. In part 
the banks, at such times, take charge of money no longer 
needed for circulation, on account of the diminished volume 
of transactions. This circumstance does not imply that 
increased supplies of money would not be able to be put into 
circulation, though it does imply that the means by which 
such supplies enter circulation are not such as can be called 
into operation promptly, at any moment. The revival 
of business which, in due time, succeeds a period of dull 
trade, is partly stimulated by the increase of accumulations 
of money beyond what can find monetary use in the dull 
state of business. In strictness, such accumulations should 
be said to be potential money rather than actual money, 
though no physical distinction exist between the part 
of the reserve which is doing monetary work as a 
necessary reserve, and that which is in excess of such 
necessary amount and is merely hoarded till it can find 
a use. 

Perhaps the recognition of the function of a store of value 
would enable such cases to be treated without that apparent 
artificiality which attaches to the division of a homogeneous 
mass into two parts of which the one is, the other is not, 
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money. The relation of the latter part to monetary functions 
proper is, indeed, mainly a question of time. It will, in due 
course, be once more either in circulation or forming a 
necessary part of a reserve. The same may be said of 
private hoards, or Government military hoards. If we 
regard matters over a sufficiently long period, what is 
temporarily hoarded is merely circulating slowly. From 
the extended standpoint of a generation or a century, it is 
needed for monetary work. From the narrow standpoint of 
a year or two it plays a part like that of temporarily unused 
coin in the purse of a citizen. The latter will be required 
within a few days to perform actual exchange work. The 
former will not be similarly called on to act as an inter- 
mediary in exchanges for years or even decades. In fact, 
the amount of money needed in circulation is a question 
less directly of the exchanges to be accomplished, than of 
the habits of men in regard to the amount of cash they 
regard as necessary to provide them conveniently with the 
means of payment in those everyday transactions in which 
they customarily employ money. But that amount is 
directly dependent on the number and price-level of the 
transactions which are likely to call for money in the course 
of the day, or week, or month, or whatever the interval may 
be between the consecutive replenishings of their supply of 
loose cash. Thus, though the money needed is needed to 
hold ready for use, the amount so held is determined by the 
anticipated calls for its use, in accordance with what has 
been stated earlier in the chapter. This digression is aimed 
at removing a doubt as to the validity of those statements 
regarding the connection between the general level of prices, 
the volume of exchange transactions in which money 
habitually plays a part, and the quantity of money in 
circulation. The actual use in exchange of the money takes 
place in moments of activity between more or less extended 
periods of rest, which periods we may, if we please, call 
periods of hoarding, and thus bring out the point that the 
formation of hoards to be maintained for years, or even for 
centuries, is not a phenomenon differing in more than degree 
from the common phenomena of circulation. The non- 
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recognition of the separate function of money as a store of 
value does not involve the difficulties which seem to attach 
to it. The phenomenon, for the explanation of which this 
fourth function of money is proposed, is a feature of the 
circulation, which becomes slow when hoarding is prolonged, 
and rapid when periods of hoarding, between consecutive 
uses in exchange, are brief. 



CHAPTER XII 

PAPER CURRENCY AND MODES OF REGULATING 

ITS ISSUES 

AS pointed out in the preceding chapter, the work of a 
medium of exchange is, in modern communitiesi 
partly performed by representatives of money, partly by 
money itself. The representatives of money are of two 
classes, bank-notes and Government paper-money forming 
one class, bills of exchange, promissory notes and cheques 
the other. When we compare the cheque and the bank-note, 
we soon realise that both confer on their owner the right of 
calling on the banker to pay over an amount of money stated 
on their faces. The bank-note is the bank's own promise to 
pay on demand, the cheque is an order requiring the banker 
to pay. Assuming that the drawer of the cheque has a right 
to draw it, the bank has undertaken to make the payment 
for which it calls. Thus the bank's obligation to pay to the 
owner of the bank-note is matched by the bank's obligation 
to pay to the owner of the cheque. If the cheque be payable 
to the bearer, as many cheques are, the proof of ownership is 
the same in the case of bank-note and cheque, namely 
possession. But, from another point of view, the identity of 
obligation for notes issued and for deposits payable on 
demand, such as balances of current accounts, is perhaps 
clearer. If a man hold notes of a certain bank, he holds 
that bank's promises to pay certain sums of money. He 
will have an equally valid title to claim the money if he 
pays in the notes to the credit of an account opened for him 
at the bank. So long as the bank is solvent, the two claims 
are identical, the bank's need for provision in respect of them 
also equally imperative, though, as will be seen, the provision 
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need not always be the same in amount in two such cases. 
The difference in disposition and habits, which makes some 
men keep bank-notes by them while others satisfy themselves 
with leaving the amount of the bank's debt to them on 
deposit at the bank, results in a difference in the probabilities 
that the two forms of debt will lead to a demand for money 
within a given time. 

The depositors in any bank hold the bank's debt to them 
in the form of a deposit as the result of deliberate choice. 
The holders of notes issued by the same bank are often in- 
voluntary creditors of the bank. They hold the evidence of 
the bank's debt because these notes have been circulated in 
their neighbourhood, that is, because others have been 
content to trust the bank. In general, the holders of the 
notes give but little thought to the question of whether they 
desire to trust the issuer, thinking only of being able to use 
the notes for further payments. They cannot reasonably be 
held to have brought loss on themselves, by culpable neglect, 
if the bank should become unable to meet its payments 
while they happen to hold some of its notes. As a conse- 
quence, the laws of most countries impose restrictions on the 
issue of bank-notes, or of circulating credit notes payable 
on demand, while restrictions of the freedom of creating 
liabilities on deposits repayable on demand are far from 
general. We proceed to examine the principles on which 
such restriction of note-issue rests, and some of the most 
important methods adopted for carrying it out. 

In view of the influence of the money-supply on the level 
of prices prevailing in a country, the unlimited issue of 
paper currency presents the danger of arbitrary inflation of 
prices. Such a danger is practically obviated if the paper 
currency be required to be redeemed in standard coin on 
demand, and the question of regulation thus turns on what 
steps are requisite to ensure that such redemption shall not 
be endangered. 

Irredeemable paper currency has been used, at some 
time, in almost every one of the leading countries of the 
world. Some instances have been referred to in the pre- 
ceding chapter, and others could be added were it necessary. 



PAPER CURRENCY 183 

The fact of non-redeemability in coin does not, of itself, 
imply depreciation, but the removal of the check which the 
necessity of redemption imposes on excessive issues involves 
a danger. In practice, the power of issue has been, sooner 
or later, abused,. wherever it has not been restrained by the 
obligation of current redemption. Prices, as expressed in 
the paper currency, have risen. In some cases the rise has 
been violent and irregular. The French assignats were 
depreciated, before they were withdrawn, to such an extent 
that a thousand francs in paper were needed to purchase 
what a single franc in coin would have bought. Innocent 
holders of such currency suffered loss. The poorest of the 
people, because their ignorance deprived them of the 
knowledge which might have warded off the worst of the 
effects of the depreciation, suffered most. Though less in 
degree, the depreciation of irredeemable paper, in other 
countries which have tried it, has had similar evil results. 
The recognition of the unsoundness of such a currency has 
led to its general abandonment, though the re-establishment 
of redemption has necessarily involved serious difficulties, 
and some inequity. In Spain the convenience of a resort to 
issues of this character has been once more recently illus- 
trated. In South America the obstacles to resumption of 
specie payments are illustrated in the struggles of some of 
the nations of that continent to get their currencies back to 
a metallic basis. 

In regard to redeemable paper currency, the point of 
importance is to determine what regulations, if any, shall 
be imposed on issuers in order to compel the provision of 
ample funds for redemption. Provided that redemption is 
maintained, over-issue need not be feared, for all notes not 
required for circulation will be returned to the issuers and 
retired. Yet a limit of issue may be judged advisable, as a 
safeguard against excessive confidence, and a mistaken 
judgment on the subject of reserves. If the issues are made 
by banks, and several banks are empowered to circulate 
notes in the same district, a limitation of the privilege of 
each issuer may be necessary, to prevent the adoption of 
undesirable means, on the part of some issuers, to secure an 
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excessive share in the advantages of borrowing from the 
note-users in this way, especially if the credit of the different 
issues is bound together, so that indiscretion on the part of 
one issuer would cause injury to others. 

In some cases, no further restraint is placed on issuers 
than to require redeemability. Before 1844 the note-issues 
of the United Kingdom followed this plan. The Bank of 
France is practically subject to no greater restraint than 
this now, for the maximum set for its issues has been raised 
whenever it appeared likely to impose restriction on their 
amount. The limitation is, therefore, nominal. The present 
maximum issue permitted to the Bank is five thousand 
millions of francs. 

In other cases the issues are not permitted to exceed 
certain fixed amounts (the nominal condition for the Bank 
of France), but the provision of the funds required to redeem 
all notes when presented is left entirely to the discretion of 
the issuers. Such is the position of the country banks of 
England and Wales since 1 844, and such is also the position 
of the chartered banks in Canada. The English country 
banks had fixed limits set them in 1844. The Canadian 
banks are required to keep their issues within the limit set 
by the amount of their capital, paid up and unimpaired. 
Attention may be given to the provision made in the case 
of the Canadian banks that the notes may circulate 
throughout the Dominion freely. The issuers are required 
to redeem them, not only at the place of issue, but also in' 
the chief business centre of each of the provinces. 

The contingency of the failure of the issuer of notes 
must be provided for if the issue is to command complete 
confidence. Further legal restrictions, having this end in 
view, are imposed in some countries. Thus the English 
Joint Stock Banks may not have the privilege of limiting 
the individual liability of shareholders in respect of note- 
issues, and the notes are a first charge on the assets of a 
failed bank. In the case of the issues of the Canadian 
chartered banks, also, they are made a first charge on assets 
in case of insolvency, while, in that case, there is a further 
liability on shareholders to subscribe an amount equal to 
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their subscribed capital, besides paying up any amount 
remaining unpaid on that capital. A further provision is 
that a fund is constituted, in the custody of the Canadian 
Government, by the deposit of an amount equal to 5 per 
cent, of its average issues by each bank. The whole of this 
fund is available for the redemption of the notes of any 
failed bank, and the notes are further able to earn 5 per 
cent, interest for their holders, from the date of failure to the 
date when the liquidator of the insolvent bank announces his 
readiness to pay them. Thus even temporary depreciation 
of notes, whose issuer becomes insolvent, is guarded against. 
The Scotch and Irish Banks, since 1845, have been 
restricted in their issues in a curious fashion. For issues not 
exceeding a fixed limit for each bank, the position is that 
of the English country banks, but for issues beyond these 
limits, gold must be held at the head office of the issuing 
bank. The Bank of England is limited similarly by the 
Act of 1844, which entirely separated the note-issuing 
functions of the Bank from its other functions, so that the 
Issue Department is, practically, operated by the Bank but 
not under its control. For it, as for the Scotch banks, a 
limit is set to the amount of notes which may be issued 
without an equal holding of gold by the Bank. The Bank 
is permitted to hold silver, as metallic reserve against notes, 
to the extent of one-fifth the total of metal held, but has 
ceased to do so since 1853. The security for the "fiduciary 
issue," as the notes not covered by gold are called, is not 
left to the discretion of the management, but is required to 
take the form of public securities, definitely assigned for 
this purpose, and the chief item in these is an old debt, 
arising out of loans by the Bank to the Government, of 
which £1 1,01 5,100 remains unpaid. The issues secured by 
bonds in this fashion were limited to a total of £14,000,000 
in 1844, but, as country bank issues have decreased, this 
item of the issues by the Bank of England increases, and in 
August 1902 reached ^i8,i7S,ooo. 1 The increases permitted 
are designed to replace the disappearing issues of the 

1 Raised to ^18,450,000 in August 1903, while the above was passing through 
the press. 
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country banks, and may amount to two-thirds of the issues 
the privilege for which has thus lapsed. It will be seen that, 
of the total authorised issues of country banks, amounting 
in 1844, for 279 issuing banks, to £8,631,647, the increases 
of the fiduciary issues of the Bank of England account 
for £6,262,500. Only 40 banks continued to exercise the 
right of issue at the end of 1902, with an aggregate actual 
issue of about £800,000. 

The note-issues of the Bank of Germany are limited in 
a manner resembling, in its chief points, the provisions of the 
English Bank Act. Its fiduciary issue, since 1899, is limited 
to 460,000,000 marks, and six other banks, which continue 
to issue notes under corresponding restrictions, have, 
together, privileges of fiduciary issue amounting to 81,600,000 
marks. The securities held against these fiduciary issues 
are not stock exchange securities, but bills of exchange, 
maturing within 90 days, and bearing three good names, 
in general, though two names may suffice. Thus the 
ordinary investments of a commercial bank serve as cover 
for these note-issues. 

Besides the limit of fiduciary issue named above, the 
German banks are required to hold cash to the amount of 
not less than one-third of the notes in circulation. Thus, for 
the full utilisation of the privileges of fiduciary issue of the 
Bank of Germany, a holding of 230,000,000 marks in cash 
would be necessary, giving a circulation of 690,000,000 marks. 
If the circulation exceeds this, the Bank must hold cash to 
the amount of one-third of such excess, and, if its cash 
holdings fall short of the entire excess, a payment at the rate 
of 5 per cent, per annum on the amount not covered by cash 
must be made to the Imperial Treasury. This permission, to 
increase the fiduciary issue on payment of a fine, enables the 
Bank to afford accommodation under conditions which 
would involve a breach of the law in England, while the tax 
on such issues acts as a stimulus to discontinue them when 
they can be dispensed with. This privilege has been used 
with considerable frequency. The lack of such an " elastic 
limit " in the English system compelled the practical adoption 
of an equivalent to it, on three occasions of pressure, by the act 
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of the executive Government, namely in 1847, 1857, and 1866. 
The permission received by the authorities of the Bank, from 
the Government, so to overstep the fiduciary issue allowed by 
the law, was only used in 1857, and an act of indemnity 
was passed as soon as opportunity offered, relieving the 
directors from liability to punishment for breach of the law. 

Of other systems of paper currency closely following the 
lines of the English Act of 1844, the Dominion note-issues 
in Canada are an example of practically identical provisions. 
The notes of the Swedish National Bank are also regulated 
on similar lines, but the cash in hand may not fall below a 
fixed minimum, while the fiduciary issue may exceed an 
assigned limit by as much as the cash exceeds the minimum 
allowed. The securities held against the fiduciary issues 
may be either stock exchange securities of specified classes 
or bills of exchange. An interesting and important further 
provision permits the issue of notes, beyond the limits 
named above, to an amount equal to the funds of the Bank 
held, in foreign countries, on current account with banking 
and mercantile houses. Such credit balances are, thus, 
permitted to rank nearly on a level with cash in hand. The 
circumstances of the case do, in practice, make these 
balances available for meeting claims of note-holders, since a 
foreign credit may be what they need more than coin. 

The paper currency issued by the United States Govern- 
ment practically follows the lines of the issues of the Bank 
of England. The greenbacks, which are legal tender notes 
whose issue dates from the Civil War, are secured by a fixed 
gold fund of 150,000,000 dollars, which must be promptly 
made good if depleted by use in the redemption of the notes. 
The amount of the circulation of greenbacks is neither 
increased nor decreased, except in so far as a temporary 
decrease is implied to the extent to which the treasury holds 
such notes at any moment. As the greenbacks amount to a 
total estimated at 346,681,016 dollars, there is a fiduciary 
issue of about 200 millions of dollars, secured on the credit 
of the United States, though the formal deposit of bonds 
does not occur in this as it does in the Bank of England 
case. Further, the U.S. Treasury issues certificates against 
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deposits of gold, which it holds in trust for the redemption 
of the certificates. Such paper bears a close resemblance to 
the notes which the Bank of England issues against a deposit 
of gold. It is true that the fiduciary part of the English 
issue is not distinguishable in practice from the rest of the 
issue, while the U.S. greenbacks and gold certificates have 
different forms. Together, the latter make up a circulation 
whose basis resembles that of the issues of the Bank of 
England in striking degree. Until the Treasury Notes 
issued for the purchase of silver bullion under the Act of 
1890 are retired, the gold reserve of 150,000,000 dollars may 
be used for their redemption. They are being gradually 
withdrawn, and only a small amount remains in circulation, 
so that their existence does not practically interfere with the 
accuracy of the above statement. There are also certificates 
in circulation against silver deposited in the Treasury, and 
redeemable in silver. These may be regarded as a more 
convenient form of token coin currency, the value of which, 
as of all token currencies, is maintained by limitation of 
issues to such amounts as involve no inconvenience in being 
redeemed in standard coin whenever desired. If they 
cannot be classed as token coins, they may be regarded as 
an addition to the fiduciary circulation, limited in amount 
only by the requirement of the deposit of silver coin against 
them. 

An interesting variant of the modes of limitation of note- 
issues is afforded by the requirements of the law in Holland 
and Belgium. A fixed proportion of metallic reserve to 
liabilities, on note-issue and demand-deposit jointly, is set as 
a minimum. The Bank of the Netherlands maintains a 
reserve in excess of the 40 per cent, required of it, counting 
gold and silver together, while the National Bank of Belgium 
has long failed to maintain the proportion of one-third 
nominally demanded. In both cases, practical redemption 
has been maintained. 

One further illustration of regulated note-issues may be 
taken from the National Bank currency of the United States. 
The National Banks number between 4000 and 5000, and 
each has the right of issue up to the limit of its capital. 
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Actually only a fraction of the rights are used, since they 
are less remunerative than appears at first sight. In order 
to obtain notes for issue, the unsigned blanks must be 
procured from the Federal Treasury, and an equivalent 
nominal value of bonds of the Federal Government must be 
deposited, as also a sum in cash equal to 5 per cent, of the 
amount to be issued, with which the Treasury may redeem 
the notes when presented to it for that purpose by the public. 
This currency, being redeemable either by the issuing bank 
or the U.S. Treasury, circulates freely throughout the 
country. Should the issuing bank become insolvent, the 
notes are, as in Canada, a first lien on the assets of the bank, 
and these include, as in that case, a double liability of the 
shareholders. The bonds, held by the Treasury, may, if 
necessary, be sold to provide for the redemption, and thus 
note-holders have ample security against ultimate loss. 

The consideration of the variety of methods of regulat- 
ing note-issues adopted by different countries, of which some 
examples have been given, leads to a closer enquiry as to 
the purposes aimed at in such regulation. The primary 
condition which it is sought to secure is the safety of the 
note-holder from loss under all circumstances. But more 
than this is involved. As stated at the beginning of the 
chapter, the relation of the supply of the circulating medium 
to the price-level, in the territory in which it is used, is also 
important. This is especially the case when paper currency 
is concerned, for its circulation is not international. Thus 
its influence on prices, if any, is local. Yet, so long as 
convertibility is maintained, it seems that any excess will be 
promptly removed from circulation by being presented to 
the issuers for redemption. May not, however, prices be 
really maintained at a somewhat higher general level, through 
the use of notes, than they would have attained on a purely 
metallic basis ? The answer is, without much doubt, Yes. 
As an example, the crop-moving season of each year may 
be taken. To move the crops, much currency is needed. If 
the currency is purely metallic, its increase will require 
importations from other countries, in all likelihood. These 
will be difficult to obtain, and may be inadequate. A drop 
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in prices may result, which the freer issue of notes would 
have avoided. Thus, a local and temporary maintenance of 
prices, above the level which a purely metallic currency 
would ensure, is possible as a consequence of the use of notes 
with some freedom of issue. It is, further, probable that the 
use of uncovered notes, that is, notes not fully represented 
by coin held in reserve on their account, does result similarly, 
taking the world as a whole, that is, keeps prices at a level 
somewhat different from that which a metallic currency would 
permit. The question is, Is such a result desirable or 
injurious ? 

The differences of opinion on this point divide currency 
theorists into two schools, advocating what are known as 
"the currency principle" and "the banking principle" 
respectively. The former school triumphed in England in 
1 844, when Peel's Bank Act practically decreed that, for the 
future, all changes of quantity in the circulation of English 
bank-notes should be such as would have occurred with a 
purely metallic currency. Either gold coin or bank-notes 
could he had for circulation, but not both. To secure the 
latter, the former must be locked up in the bank vaults. The 
currency has become inadequately elastic under these restric- 
tions. Thus, in 1845, tne note-issue of England and Wales 
averaged about 28*4 million pounds. As recently as 1898 
the annual average did not reach 29 millions, having, in fact, 
increased only some ^400,000 in over half a century. In 
the seventies it stood at higher figures, and has recently risen 
to over 30 millions. Still, it shows little elasticity, which 
is the cause of criticism by the adherents of " the banking 
principle," who hold that a paper currency may properly, 
indeed it ought to, increase with the need of a country for 
an exchange medium. In England, the limitation of the 
expansibility of the note-issue has not caused great incon- 
venience, because of the development of the cheque system, 
which provides a medium of exchange for many of the 
purposes for which bank-notes might otherwise be convenient. 
The " currency principle " has, in fact, not been exemplified in 
the actual exchange - medium of the country, though it 
dominates the Bank Act. In Germany, the inconveniences, 
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due to the restriction of issues, were so great, that the renewal 
of the charter of the Imperial Bank, in 1899, was made the 
occasion for a substantial increase of the fiduciary issue. In 
the United States, the resort to notes issued on a deposit of 
silver may be traced in part to the inconvenience of a too 
inelastic system of issues on other bases. In England itself, 
at times of severe financial strain, when the collapse of the 
usual credit machinery threw upon the notes of the Bank of 
England much of the exchange work ordinarily performed 
by other means, the limitation of fiduciary issue, as prescribed 
in the Bank Act, has been abandoned, this being the only 
available means for promptly remedying the difficulties of 
the situation. 

It can, indeed, hardly be claimed that the yield of pre- 
cious metal from the mines is an ideal measure of what can 
safely be added to the currencies of the world, or of what is 
required to be added to them. It is claimed, however, and 
with a good deal of justice, that the judgments of men on the 
subject of what addition is proper, are likely to be prejudiced 
by the advantages which may accrue to special interests 
from increase of issues, and that it is safer to restrict issues 
by an illogical limitation than to leave them unrestricted 
except by the fallible judgment of issuers. Repeated 
experience of depreciation through over-issue justifies such a 
view, and hence all are agreed that the apparent advantages 
offered by a purely paper currency must be sacrificed to the 
extent that insistence on adequate provision for redemption, 
and a regular practice of redemption, require. If this be 
thoroughly secured, the temptation to issue freely in times of 
expanding credit will be guarded against, by the need for 
making provision to redeem the notes, in such bulk, and 
with such promptitude, as may be necessary, when the time 
of expanding credit gives place to one of contracting credit. 
Thus the stimulation of an inflation of prices by free expan- 
sion of note-issues will be checked or avoided. In countries 
most liable to violent fluctuations of credit, the use of notes, 
as a means of supporting the expansion of such credit, is 
becoming of subordinate importance, as modern methods of 
employing bank deposits to afford a means of payment 
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become general. Thus the question becomes less one of 
danger from a possible stimulation of price-inflation, than 
one of convenience, especially in dealing with seasonal 
fluctuations in the need for exchange media. The prolonged 
circulation of paper currency, issued to meet a seasonal need, 
must be guarded against; and a requirement for constant 
redemption, and redemption at places not remote from the 
localities in which the notes circulate, is the means employed 
to ensure the retirement of notes issued at the discretion of 
a banker. 

A question arises as to the relative advantages of issue by 
bankers and by Government, and, if by bankers, whether by 
one or by many. The consideration, that the close contact 
with the business for which the notes are needed, which 
comes about in the ordinary course of business of a bank of 
commerce, affords the surest available guidance as to the 
quantity of notes needed, and the surest guarantee that the 
notes, when no longer needed, will return to the issuer, is 
decisive. As a lender of credit, the banker can judge of 
the purposes to which the credit he supplies in the form 
of notes is likely to be applied, and whether it is sound 
business to grant it. As a receiver of deposits, the banker 
finds the notes, issued by himself or others, returning to his 
hands when they are no longer needed in circulation. If the 
notes be issued by Government, bankers may hold them, 
when thus returned, as reserve, and the Government author- 
ities will be less able than bankers to gauge the amount of 
reserve needed to meet demands for redemption, when 
bankers or others find that their purposes are no longer as 
well served by the holding of the Government notes as 
by their equivalent in coin. In the issue, too, the lack of 
intimate contact between Government offices and business 
interests and conditions almost compels the adoption of 
mechanical rules, to govern the amount of issues, and thus 
prevents the requisite close adaptation to the needs of trade. 

When the issue is entrusted to a single bank, there is a 
considerable risk that the policy of the bank may be influ- 
enced rather by political exigencies than by commerical 
requirements. In some cases, the bank which is accorded 
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the rights of circulation is either the property of the state 
or has some or all of its most responsible officials appointed 
by the government. Such is the case in France and in 
Germany, as also in Sweden, to refer to illustrations already 
employed. In England, the bank which is entrusted with 
the care of the circulation is the government's banker, 
but it is owned and managed in independence of the 
government. 

Even where a single bank of issue is not under political 
domination in its policy, its contact with the trade for which 
it supplies the exchange-medium is less intimate, almost of 
necessity, than is desirable for the adaptation of its action 
to the wants of remote localities. Its offices are likely 
to be, mainly or entirely, in the larger trade centres, and, 
however numerous they may be, they cannot procure such 
widespread contact with all branches of trade, and all 
districts, as the network of banks of deposit and discount 
which is tolerably certain to exist, in spite of the lack 
of the privilege of issuing circulating notes, and the 
growth of which would be encouraged by the grant of that 
privilege. 

Thus bank issues present a balance of advantage over 
state issues ; and issues by numerous authorities, if duly safe- 
guarded, present important advantages over a centralised 
issue. For multiple issues, however, ample safeguards are 
required, in order that all notes alike may circulate freely, 
and the labour of discriminating between trustworthy and 
untrustworthy notes may not be incumbent on recipients of 
the notes. Such safeguards can be, and are, simply and 
effectually provided. 

Where the safeguards are so rigid as in the case of the 
National Bank currency of the United States, we have, in 
practice, an example of an issue guaranteed by the national 
government, but emitted by numerous banks, scattered over 
the country, acting as agents of the government for this 
purpose, and permitted to retain enough of the profits of 
issue to make it worth while to act as issuing and redeeming 
agents. The lack of elasticity is characteristic of state issues 
rather than of bank issues. 
J 3 
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Before passing from the subject of paper currency, the 
question of how such currency may secure a circulating 
power requires consideration. It is almost (sufficient to say 
that mere convenience secures the use of a medium of 
exchange, and that this applies with full force to a medium 
less cumbrous than metal would be. If the notes can 
command the confidence of the people, or, in any other way, 
can offer a sufficient assurance that the holder will have no 
difficulty in getting them accepted as good payment, circula- 
tion is ensured. The confidence may be based on the 
assurance that, whenever required, redemption in full-valued 
money will be certain. Thus a redeemable currency, known 
to be such, hardly needs any assistance from the govern- 
ment to commend it to the people. In many cases, 
as, for example, in Scotland and in Canada, bank-notes 
are not a legal tender, but that does not hamper their 
circulation. 

A government paper currency, as to which there is a 
probability or a certainty that redemption in coin will not be 
made when required, or a bank currency issued under govern- 
ment patronage, or for the convenience of the government, 
in regard to which a like doubt of prompt redemption is 
entertained, needs some aid to establish it in circulation. 
The declaration that it is a legal tender for debt may be 
made, or the government may, while not making it a uni- 
versal legal tender, agree to accept it in payment of dues r 
either or both of which methods may generally be relied on 
to familiarise the public with the handling of a paper 
currency and thus secure it a circulating power. Its use in 
making payments by the government may introduce it into 
the circulation. 

As to metallic money, the right of issuing coin is, in 
modern times, regarded as a prerogative of the sovereign 
power in any country, though it may not be exercised, or not 
to the exclusion of coins made by others. Thus, in many parts 
of the Far East, the circulation consists largely or wholly of 
dollars coined by the Mexican government, while the Austrian 
government regularly strikes Maria Theresa thalers, used 
mainly in Africa and Arabia. As a rule, however, a govern- 
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ment strikes the coins which its subjects need for business 
uses. As already remarked incidentally, some of these are 
full-valued coins, that is, coins whose value as metal is the 
same as their value as coin. Such coins, forming the basis 
of the valuations in the country where they are circulated 
freely, are called standard coin. For the purpose of serving 
as small change, or even as a medium of exchange for values 
larger than are conveniently represented in standard coin, 
coins of other metals may be struck and given currency as 
the equivalent of definite amounts of the standard coin. 
Thus, where gold is the standard, silver, copper, bronze, and 
nickel coins are used to represent values not conveniently 
handled in the shape of gold. When silver was the standard 
in England, gold coins were similarly used for values too 
large for convenient representation by silver coins, just as we 
now use notes to represent multiples of the common gold 
coins. These representative, or token, coins are, in modern 
practice, often worth a good deal less as metal than as coin, 
and the right of issue needs to be restricted as with notes. 
The control of the issue by the government is the most 
effective and usual way of doing this. 

The coinage is generally carried out by a government 
establishment, thus affording as good a guarantee as a 
people can have of the honesty of the work done, and its 
reliability, though history records cases where the trust was 
abused. The token coins are conveniently made of base 
metal, or so as to be of less value as metal than as coin, for 
any inducement to melt or export them is thus reduced or 
avoided, and the country's supply of small change not made 
subject to the exigencies of wholesale trade or financial 
operations. Thus, silver was formerly coined in England at 
62 pence per ounce standard, but since 18 16 has been coined 
at 66 pence per ounce. For the last six years, at least, its 
price has not been equal to even the half of 62 pence per 
ounce, which was about its market price when coins were 
struck at that rate. It is clearly desirable that no private 
person should be able to require silver to be manufactured 
into coin at his desire and for his profit. Only by limiting 
the issues to the amounts needed, for the purpose of small 
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change, by the people, can these token coins be made to 
exchange constantly for their face-value. In the case of 
bronze coin the discrepancy between the value of the 
material and that of the coin is yet greater. Token coins 
are generally not meant to be used for making large pay- 
ments, and their acceptance cannot be required in amounts 
exceeding a fixed limit. Thus, English silver is only legal 
tender to the extent of forty shillings in one payment, 
bronze to one shilling. 

For reasons which will be best appreciated in relation to 
the theory of the foreign exchanges, gold coins are manu- 
factured by the British and some other governments without 
charge. In France a small charge is made, but it is so small 
as not to differ greatly from the charge allowed to be made 
by the Bank of England for its agency in the matter. The 
Bank is required to purchase all standard gold offered it at 
the rate of £3, 17s. od. per ounce. When coined, the ounce 
represents £3, 17s. io£d. The difference is a small price to 
pay for the convenience of having the value at once, 
instead of waiting while the work is done, and awaiting 
one's turn as well, which would be required if private 
persons went direct to the mint with consignments of gold 
for coinage. 

Though the above figures are quoted as the " Bank price " 
and the " Mint price " of gold respectively, the Mint price is 
not quite what the word " price " seems to imply. It means 
simply that the mint is required to make, of 40 pounds, 
Troy weight, of standard gold, 1869 coins of equal weight, 
which coins are called sovereigns and are legal tender for 
one pound sterling. The mint price of gold is the price of 
gold in terms of itself, or rather a definition of how much 
gold shall be the concrete representative of a pound. The 
unit in terms of which values are stated is defined as 
represented by so much gold, and no analogy exists between 
fixing this price by law and fixing the price of bread, or of 
coal, or of other like goods by law. To do the latter would 
be practically to decree how much gold should exchange for 
a hundred pounds of bread, a ton of coal, or the like, and 
the law which defines the mint price of gold does nothing of 
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this kind. It is to be noted that the right of all to have gold 
made into coin prevents the manipulation of the supply of 
coin by the government of the day. The existence of this 
right does not imply that the work of coinage is performed 
gratuitously. That is sometimes done, as noted above, but a 
charge for coining known as a seigniorage is quite generally 
made. The exaction of the cost of striking coin from those 
who desire to have their gold made into coin seems a most 
reasonable arrangement. It is important, however, to 
observe that the price-level does not remain unaffected, and, 
though little effect is produced by seigniorage charges which 
merely cover cost of mintage, the practice of levying a 
seigniorage has not always been associated with charges so 
limited, and the effects on prices have been important. 
Bank-notes and other circulating paper are, indeed, repre- 
sentative money on which the seigniorage has approximated 
to one hundred per cent., and the same considerations which 
apply to the case of bank-notes apply also to the issue of 
any other currency on which a high seigniorage has been 
levied. The value can only be maintained by limitation of 
issue. If the number of coins of each denomination re- 
mained the same whether a seigniorage charge was levied or 
not, the exaction of this charge would not influence the 
value of money relative to commodities, that is to say, the 
general level of prices. But the retention of metal, thus 
held back from the coins, in the mint or treasury would 
avail little to provide funds for the government. Practically 
the seigniorage is coined, and the supply of coin is thus 
increased. The value of the coin will thus be depreciated, 
and the depreciation may reach to the point where the rate 
of exchange of money-metal and other commodities is re- 
stored to what it would be if no seigniorage were charged. 
At this point, coined and uncoined metal would exchange 
on a parity, more coins being needed to purchase a given 
amount of metal in the proportion of the seigniorage 
deduction. The metallic equivalent of the unit of account 
would have been altered in reality if not nominally. As will 
appear when the foreign exchanges are considered, the coins 
will then stand at their international equivalence of value. 
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Coinage laws cannot confer on coins an international value 
differing from their bullion value. For purposes of domestic 
circulation, the coins may, through scarcity, acquire any 
value lying between their bullion value and that value plus 
the seigniorage. 



CHAPTER XIII 
VALUES IN INTERNATIONAL TRADE 

IN a preceding chapter (see Chapter III.), the leading 
principles of the valuation of goods exchanged directly 
for one another were examined. We have now to apply 
them to the problems of international exchange. In the 
problems considered previously, two features were recognised 
as dominating the terms of exchange, and limiting their 
variability. The one was the comparative utility, of the 
goods exchanged, to each of the parties to the exchange ; the 
comparative marginal utility, not the total utilities. The 
other was the relative ability, in production of the two 
commodities, of each of the two. These features, as before 
stated, are operative in determining values in domestic trade. 
But the presence, in the case of domestic trade, of a consider- 
able degree of competition, for the services of the various 
factors of production, between different industries, makes a 
mode of treatment of the problem of value, in that case, 
available which cannot be extended to the problem of value 
in international trade. Where the division between two 
industries is such that, in spite of a marked difference in the 
power of labour, and other productive agents, to produce 
value through their exercise in the two industries, there is no 
considerable effective transfer of productive effort from the 
one to the other, to take advantage of the superior oppor- 
tunity for the production of value, the mode of treatment 
cannot follow the lines laid down in Chapter V. The results 
of that chapter are most useful in this case, but they do not 
suffice for the solution of this problem. 

In international trade, we find that goods are purchased, 
by some countries, of kinds different from any produced 
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within the country itself. A great part of international 
trade consists of this class of exchange. Thus, in the trade 
between Brazil and the United States, we find such articles 
as coffee on the one side and mineral oil on the other. 
Practically, the United States purchases a certain quantity 
of coffee by selling a corresponding quantity of mineral oil. 
In seeking to determine the rate of exchange of coffee for 
oil, we need not consider the cost of production of coffee in the 
United States or of oil in Brazil. Such production may or 
may not be possible, but any features, affecting the problem, 
which depend on the capacity of each country to obtain 
from domestic sources what is procured by importation will 
receive due consideration in connection with the cases which 
follow. For present purposes, we may be satisfied to treat 
such domestic production as out of the question. 

If we, for the moment, ignore the cost of transportation, 
and consider that each commodity is purchased delivered in 
the country in which it is to be used, we have a problem 
resembling, in its most important characteristics, that of the 
exchange of apples for plums treated in Chapter III. The 
trade will be in equilibrium when the rate of exchange of oil 
for coffee is fixed at the figure, which gives Brazil as much 
oil as she is willing to pay for at that rate, and gives the 
United States as much coffee as she is willing to purchase 
at that same rate. A higher price of oil reckoned in coffee 
would make Brazil's demand for oil smaller, while it would 
make the offer of oil by the United States larger than this 
rate secures. Thus a higher rate would make the demand 
less than the supply in the case of oil from the Brazilian's 
point of view, and, which is the same fact, otherwise stated, 
the supply of coffee less than the demand. A lower rate 
would lead to a corresponding inequality of supply and 
demand. Each of the commodities is, here, at once supply 
and demand. A supply of coffee is offered as the equivalent 
of a quantity of oil, which is demanded in return ; while the 
coffee is demanded in exchange for a supply of oil. In 
practice, many commodities enter into the exchange, and 
they are dealt in, not on terms of barter of goods for goods, 
but on terms of purchase and sale for the money of the two 
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countries. Brazil offers a price in her money for oil, America 
offers a price in her money for coffee. Each of the com- 
modities exchanged is similarly offered, and the extent of 
the demand and supply is dependent on the relations of the 
two moneys. Thus Brazil's supply of coffee is a supply of 
certain quantities of coffee at certain prices in Brazilian 
money. The United States demand is for coffee in certain 
quantities at corresponding prices in United States money. 
The rate of exchange of the one money for the other depends 
on the general balance of transactions between the two 
countries. 

While the relative valuation of imported and exported 
commodities depends on the variation of the intensity of 
demand with changes in the amount of the supply of each of 
the two exchanged commodities, we need to look further in 
many cases, since the supply is partly made up of home 
products, partly of imported products. In the above case, if 
the valuation of coffee in terms of oil be determined, inas- 
much as the value of oil relatively to other home-produced 
goods in the United States is determined according to the 
principles applying to domestic-trade values, the value of 
coffee relative to all these home-produced goods is deter- 
mined, and in a similar way the value of all other imported 
commodities will also be determined, both relatively to home- 
produced goods, and hence, derivatively, relative to each other. 
These valuations are expressed, in the usual way, in terms of 
prices. When foreign goods are able to be imported so as 
to sell at prices which express a marginal utility less than 
that of the actual supply, the demand for the goods expands, 
and a larger supply is sought. The supply may be able to 
be enlarged without leading to any change in the price at 
which the goods can be offered, and the demand may thus 
be satisfied by mere enlargement of supply till the marginal 
utility falls to the level expressed by the price. The changes 
which correspond to a price increasing as the supply is 
increased, and to a supply which can be increased under 
conditions which enable it to be offered at a reduced price, 
follow so much the lines of preceding discussions in regard 
to values, that they need not be worked out in detail here. 
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The mode of payment for such enlarged supplies needs to be 
considered, and we are brought back to a consideration of 
what changes, in the prices of home-produced goods, may 
result from the growth of demand for foreign goods, and 
from the need to provide enlarged exports of some kind to 
exchange for the increased supply of imports. The cost of 
procuring the imported coffee is the cost of producing the 
oil or other goods whose export pays for it, and its value will 
correspond to cost of acquisition in the same way as that of 
home-produced goods does, for in this latter case the cost of 
acquisition is the cost of production, for acquisition is effected 
through the operations of production. The process of pro- 
duction is the process of acquisition in the one case ; in the 
other the process of acquisition is the process of producing 
something else and of securing an exchange of this some- 
thing else for the desired goods. It is, in fact, the process 
by which the individual gets most of his goods, whether they 
be of foreign or of domestic origin. 

Turning to another case, let us vary the illustration by 
considering the trade between England and the United 
States in cotton wool and cotton goods. England buys a 
great quantity of cotton wool, a product which is not raised 
at home. As to its value in England, therefore, the pre- 
ceding considerations apply, and we need only give special 
attention to the question of the value of the cotton goods 
in America. The new feature in the problem is that cotton 
fabrics are manufactured in the United States. So far as 
they are of different kind to the imported fabrics, again no 
new point arises, except that there is possible a substitution 
of domestic for foreign fabrics, and thus we have not to 
deal in this case with a domestic demand arising from a 
desire which cannot be directly satisfied by domestic 
products. The substitution of a domestic beverage for tea 
is another order of substitution to that of a foreign cotton 
fabric for a domestic article. 

Let us give our attention to the direct competition of 
foreign goods with home manufactures. Being of the same 
kind, they must be able to be offered at the same price 
if both are offered in the market at once. Why is the 



VALUES IN INTERNATIONAL TRADE 203 

domestic supply at this price not fully adequate to market 
requirements at the price? Treating the general case, 
rather than expressing an opinion on the question of cotton 
fabrics, it would seem as if the domestic supply could not 
be enlarged without sacrifice of profit. We ignore the 
influence of habit affecting the use of one country's product 
rather than another. If the fabrics are identical in physical 
characteristics it will not be of importance, and if not, this 
difference throws us back on another question, for we should 
be dealing with different commodities in the imported and 
home-produced. If we rightly suppose the condition 
described to imply that the domestic supply could not be 
enlarged without sacrifice of profit, it would seem that the 
conditions are those of diminishing returns. In that case, 
the absence of the imported product would leave an 
unsupplied demand. To adjust supply to demand requires 
an enlargement of supply or a restriction of demand or 
both. The demand can be restricted by raising the price, 
and if the supply be enlarged without diminishing the 
profits, the addition to the supply will cost more per unit 
than the preceding supply. The inducement to its pro- 
duction must be a price capable of covering this addition to 
cost of production. In either, or in both, of the cases, the 
withdrawal of the imported supply implies a rise in price, 
that is, the cost of producing more of the product at home 
would bear a higher proportion to the value of other 
domestic commodities, including the export with which the 
foreign goods are purchased, than does the cost of procuring 
the imported goods. This last cost is, as before seen, the 
cost of producing those exports with which the imports are 
purchased. 

If the cost of increasing the domestic supply would be 
greater than the cost of producing the exported goods with 
which the foreign supplies are paid for, the substitution of 
domestic for foreign goods would mean a transference of 
productive power to a point where it is less efficient than 
elsewhere. It must be pointed out that we here make an 
assumption which may be stated as follows : — The struggle 
to secure private gain leads to the adoption of that arrange- 
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ment of the productive energies of the country which 
procures the greatest possible return. Wherever a greater 
return in value can be secured by a transfer of energy to 
some point other than that where it is applied, the transfer 
is effected under the stimulus of the competitive struggle. 
Though we have already given reasons for the lack of 
coincidence of actual fact with this description, it is not too 
much to say that the adjustment is proceeding which shall 
lead to the application of productive forces where they give 
the greatest return of value. It is, therefore, permissible to 
frame the argument in which we are engaged as if the 
adjustment were complete, especially as any other course 
would involve us in the making of estimates of the degree 
of its incompleteness, and we cannot encumber the general 
outline of the theory we are developing with such estimates. 
Assuming, then, that the productive energies of the 
community are applied where they yield most value, the 
replacement of the foreign part of the supply of goods, by 
the enlargement of the domestic supply of the same goods, 
would involve a reduction in the marginal productivity of 
the productive machinery of the community making such 
a readjustment. We may extend our statement to embrace 
some facts of the situation hitherto ignored. Many of the 
imported goods are able to be supplied, at prices at which 
they compete with domestic supplies, in spite of heavy 
expenses of transportation and the payment of import dues. 
If the cost of transport could be reduced and the tax 
on import removed, how would the matter stand? The 
reduced expenses of importation would enable the goods to 
be offered more cheaply, thus partly replacing some of the 
domestic product, partly leading to an increased demand for 
this line of goods. The domestic product would remain in 
the market, ultimately, to the extent to which the facilities 
for its production enabled an output at the lowered price, 
resulting from the reduction of the burdens on the imported 
goods. Part of the productive energy of the community 
would thus be released from this industry, and that part 
would be the part which is the least productive in that 
industry, since only the more productive part could hold its 
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own under the new conditions. The application of this 
energy in other industries might press the margin of pro- 
ductivity in them somewhat lower than before, but, by being 
distributed over numerous industries, the extent of reduction 
of productivity in any one would be likely to be less than 
when the whole was engaged in the one employment. Some 
part of the absorption of the displaced productive power 
might well be either in industries of increasing return or 
those of constant return, or, if in those of decreasing return, 
then in such as show a less rate of decrease than the industry 
from which the productive power is released. Since the 
increase of supply of the imported product needs to be paid 
for, there must be a demand for a part, if not for the whole, 
of the released power of production, in enlarging the supply 
of the commodity or commodities the export of which is 
needed to purchase the enlarged supply of imports. In so 
far as the cheapening of imports arises from a cessation or 
reduction of a tax on importation, the enlarged supply of 
imported goods will mean an enlargement of the compensation 
to their foreign producers. Only if the enlarged demand 
enables the producer to sell at a lower price will the 
compensation to producers increase in less proportion 
than the amount imported. Thus the amount of exports 
needed to pay for the enlarged imports will be extremely 
likely to increase. The cost to the buyers of the goods may 
not increase much, for the fall of price may not be much 
more than compensated for by the increase of quantity 
bought. Yet even here there is likely to be an increase of 
the cost to buyers, because the increase of purchasers is 
very likely to be in considerably greater proportion than the 
decrease of price offsets. The product of the quantity of 
imports and the price per unit at which they are sold is, 
then, likely to be greater, the product of the quantity and 
the price per unit paid to the foreign producer is practically 
certain to be greater, and may be a good deal greater, after 
than before the removal of the tax. Thus, as stated, the 
production of exportable goods will need to be increased, 
and an outlet for the productive power set free is thus 
provided, though there is no assurance that it will be an 
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outlet of a magnitude corresponding in extent to the freed 
producing powers. 

The existence of import duties is thus seen to be a cause 
of the application of the producing energies of the community 
at points to which they would not have been directed in the 
absence of the duties. It is, generally speaking, the purpose 
of the duties to lead to such a diversion. We shall return 
later to the question of how far such a course is conducive 
to the economic development and advantage of a com- 
munity. 

We have considered the case of import of goods which 
are not produced in the importing country, in exchange for 
an export of goods not produced in the country to which 
they are sent. We have also considered the case where one 
importing country gets goods such as it does not produce 
itself, in exchange for goods which are similar to some of the 
products of the country to which they are sent. We pro- 
ceed to the third case, that, namely, in which both countries 
produce goods similar to those which they import, as 
illustrated by the exchange of English woollen goods for 
Canadian wheat or dairy products. This case has, in fact, 
practically been dealt with in the preceding. The valuation 
of the woollens imported into Canada, and the effects of the 
importation on the domestic manufacture, are parallel with 
what has been already stated of the cotton goods imported 
into the United States. The same holds of the wheat 
imported into England. In this case it is more obvious, 
than in the case of manufactured goods, that the importation 
of the foreign product results in the abandonment of the less 
remunerative part of the home industry engaged in raising 
the same product. The experience of half a century, 
especially of the latter half of that time, has shown that 
land, formerly used for growing wheat in England, has 
ceased to be used for that purpose. The redistribution of 
the productive agents, thus rendered necessary, presents 
features of peculiar difficulty in this case. The labour and 
capital can be transferred to other lines of production with 
more or less of difficulty, but the transfer of the land to other 
uses is not so simple. The other uses to which transfer was 
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possible were uses less remunerative to the owners of land 
than the former employment in wheat-growing, in the main, 
though not less remunerative than continued employment in 
wheat-growing under the new conditions. If the total value 
of the products of the country's industry was increased by 
the redistribution among employments, resulting in the 
transfer to manufacture of a proportion of the powers of 
production formerly employed in agriculture, the rural 
landowner's share in the product of industry was decreased. 

The effect of such a change, in the distribution of 
productive energy among different employments, is not 
merely a change in the marginal utilities of the goods 
imported and exported, but also a change in their relative 
costs of production corresponding to this change in relative 
marginal utility. The value of woollen goods, estimated in 
wheat, is reduced in Canada, and raised in England, as the 
result of the exchange. The measure of the change in 
relative values is dependent on the kind and degree of the 
change in cost of production which results from the limita- 
tion of the one industry within narrower bounds, and the 
extension of the other. If the industry which expands is 
affected but little by a tendency to decreasing returns, or is 
even subject to conditions of increasing return, the enlarge- 
ment of its output, to provide an exportable surplus, will be 
accompanied by but little increase in cost, or even by a 
decrease. In the illustration selected, these conditions are 
characteristic of the exports on either side. The extension 
of wheat production in Canada or of the woollen manufacture 
of England will be likely to reduce rather than increase the 
cost of production of the commodities produced. On the 
other hand, the restriction of wheat-growing in England has 
considerably reduced the marginal expenses of growing 
wheat, so that the new cost of production of wheat, relative 
to the cost of production of woollens, has probably fallen. 
The operation of decreasing returns in the industry restricted, 
and of increasing (or constant) returns in the industry ex- 
panded, results in this change in relative cost of production, 
a change parallel to the change in marginal utilities of the 
goods concerned. It need not have been shown that this is 
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the case, for, as in domestic exchange the relative marginal 
utilities and the relative costs of production of the goods are 
harmonised, the adjustment of costs necessarily follows from 
the adjustment of utilities in international exchange, when 
the goods exchanged are produced at home as well as 
imported from abroad. The various possible combinations, 
of conditions of decreasing, constant or increasing returns, 
in the industries concerned with the goods entering into 
international trade, afford some variations of the course of 
change, and in the degree in which relative values are 
affected. Into all of these it is not necessary to enter in detail 
here. One case presents a feature of special interest, namely, 
where the industry, with whose product the imported goods 
compete, is one which manifests increasing returns. The 
limitation of its market, by the competition of the imported 
goods, will diminish the economies of production, or hinder 
the extension of such economies. In strictness, it would 
appear that such an industry must either be unable to meet 
the competition of the imported goods, or must, through the 
economy of production on a large scale, be able to underbid 
the imports. If an equilibrium is established, it possesses 
the characteristic of instability. Suppose, for example, that 
a division of the market between domestic and imported 
products is established, the price secured covering domestic 
expenses of production and the expenses of importation of 
the foreign product. A diminution of the domestic scale of 
production would, in the case supposed, mean an increased 
cost of production, and thus a diminished capacity for hold- 
ing the market in competition with the imported goods. 
The logical result would be the gradual extinction of the 
domestic manufacture, unless the supply of the foreign 
product could be increased only at an increase of cost in 
as great or greater proportion than the increase in the 
domestic cost. In this latter case, a new equilibrium would 
result at some scale of supply less than the former. The 
condition for this is seen to be that the domestic industry is 
affected by increasing returns, while the same industry, in 
the countries supplying the imports, is affected by decreasing 
returns. 
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If, instead of a diminution of the domestic scale of 
production, we suppose an enlargement to take place, the 
assumed conditions mean that the cost of production, per 
unit of product, would be reduced as a consequence. Thus, 
the capacity for competing with the imported product is 
increased, and, unless a corresponding reduction can be 
effected in the price at which it can be procured, the product 
of the domestic industry must progressively replace the 
imported product. 

Putting together the above results, they support the 
conclusion that, with increasing returns dominating the 
domestic industry, the competition of a foreign product must 
either lead to the extinction of the domestic industry, or the 
importation must be extinguished. This certainly holds if 
returns increase regularly and continuously in the domestic 
industry, that is, if every increase in scale of output means 
greater economy of production and the converse. But the 
practical conditions may present a somewhat different 
appearance. There may be a prospect of economy by 
enlarged production in the industry, when the enlargement 
has been effected. But to effect it implies capturing the 
market to that extent. The difficulties of this capturing of 
the market may impose a sufficient obstacle to the enlarge- 
ment to prevent its realisation, though the prospect of 
economy, were the enlargement effected and the greater 
production proceeding regularly, be undoubted. The conflict, 
between experience and the logical result of the assumption 
of increasing returns when applied relentlessly, resembles 
somewhat the question of the persistence of competition in 
domestic industries under conditions of increasing returns to 
enlarged scales of production. The practical conditions may 
correspond generally to those assumed, increased economy 
with increased scale of operations, but the deductions need 
to be made with care, and in view of the practical limitations 
to the precise applicability of the assumption at every moment. 

In practice, too, a large proportion of the goods imported 

from abroad are not precise duplicates of the products of 

domestic industry. In the relative valuation of the foreign 

and domestic products, the influence of habit and pre- 
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judice, as well as of the adaptability of goods to serve 
definite purposes, is felt. Thus the imported commodity 
may find a sale at a higher price than the domestic product 
closely similar to it, and the market for the latter be narrowed 
in consequence. The conditions of domestic production may 
not permit of the precise imitation of the imported goods, so 
as to compete with them, or may permit of it only at a cost 
which would exclude competition. The converse may also 
be true, and the domestic product hold the field against a 
cheaper foreign commodity fully able to serve the same 
purpose. 

One part of the gain from foreign trade, then, consists in 
procuring goods not produced by any domestic industry, or 
in procuring goods which, though of the same general 
character as those which some domestic industry produces, 
differ from these in some features which are of importance 
in the estimation of the consumer. 

Another part of the gain from foreign trade is derived 
from the opportunities it affords for procuring commodities 
by exchange, and thus permitting the application of a 
country's productive equipment to its most fruitful resources, 
without sacrificing the satisfactions which the consumption 
of the imported products can afford. These satisfactions are, 
many of them, procurable through the direct application of 
domestic industry to domestic resources. If they are not so 
procured, it must be because there seems to be no sufficient 
likelihood of securing them by that means at a cost which 
would be repaid by the price procurable for them. The 
selection of other industries, to which to apply available 
producing powers, may be taken to indicate that the value, 
created in that way, gives (or was anticipated to give) a 
greater surplus over the values of materials, labour, etc., 
sacrificed in its creation, than might be looked for in 
applying the whole or a part of that labour in producing 
goods to take the place of those imported. If the judgment 
of those responsible has not been greatly in error, therefore, 
the productive resources of the country yield a greater 
return as a result of being able to import some goods instead 
of producing them at home. 
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This result is realised in two ways. In part some 
possibilities of production are not developed at all, which 
might need to be utilised if the supply of imported goods 
ceased. They are not developed, as just stated, because 
they offer less chance of profit than, under the prevailing 
conditions, is regarded as satisfactory, which generally means 
that a better return is looked for by some different use of 
available labour, capital, etc. In part the same result is 
attained, not by entirely neglecting some of the country's 
possibilities, but by only making such use of them as is 
possible without incurring a reduction of net return below 
that obtainable in other lines of production. Where dimin- 
ishing returns are found, the margin of cultivation need not 
be pushed low down if the supply of the commodity can be 
obtained on sufficiently favourable terms by importation. 

Since the exporting industries are, in the degree in which 
they are producing for export, absorbing more of the 
productive resources of the community than if they supplied 
the home market alone, and the imported goods render 
unnecessary the use of such of the community's powers of 
production as might have been devoted to securing these 
goods, or some of them, had they not been procured by 
importation, we can see how the existence of foreign trade 
gives employment to one part of the national resources at 
the same time as it renders the employment of another part 
of the nation's resources unnecessary or unprofitable. It is 
only reasonable to suppose that those who have had the 
determination of the lines of development of industry have 
selected those which seemed likely to offer them the greatest 
advantage. The advantage could only accrue to them 
through the satisfaction of relatively important needs at 
relatively small expense. Thus the general tendency, to 
employ the resources of the community to the greatest 
advantage to the community which the existing circumstances 
permit, is established. We shall have occasion later to 
consider some of the important questions relating to this 
matter, and it will be sufficient to note here that the distri- 
bution of the productive energies of the community which is 
once established alters comparatively slowly, even in the face 
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of considerable changes in the circumstances, changes which 
make a different distribution of the productive powers 
desirable in the interests of efficiency. 

It may be noted, as a possible source of gain from 
international trade, in addition to the above - mentioned 
two, that differences in the requirements of different peoples 
may enable a nation to secure a profit for itself, by the 
production of goods which are little valued by its own 
members but are of considerable value in the estimation of 
some other nation. Thus the extent to which the asphalt of 
Trinidad, the nitre of Chili, or the rubber of Brazil could find 
profitable application in the industries of the producing 
peoples, is slight, but the high value which these products 
have in Europe makes them a source of considerable wealth 
to the countries in question. 

It has been very properly said that in foreign trade a 
means is found to realise the advantages of the division of 
labour, that is the specialisation of labour and the division 
of tasks, in a fuller way than can be realised within the range 
of a single nation's industry. The countries whose natural 
resources, or whose people's characteristics, render them most 
effective as producers of particular kinds of goods, can make 
a living by selling them. The advantages which skilled 
artisans realise in being able to employ themselves at tasks 
where their skill tells greatly, in enabling them to achieve 
greater results than they could reach in other trades, are 
worked out on an international scale. It is, on the whole, an 
advantage to a carpenter that he can procure, by exchange of 
his products for those of others, the food and clothing needed 
for himself and his family. He procures them in greater 
abundance and of superior quality to those he could have pro- 
duced by devoting his energies to agriculture in part, and to 
cloth-making in part, and so on. The restricting his efforts to 
a comparatively narrow field of action has serious disadvant- 
ages to the artisan, but they are abundantly outweighed 
by the correlative gains secured. Something of the same 
kind holds of nations. They gain by procuring some of the 
commodities they require from other nations, giving in 
exchange their own products. The gain is not unattended 
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with risk and loss, but the latter are, on the whole, more 
than outweighed by the former. 

A problem of no little interest in this connection is 
presented by the case of a change in the facilities for 
production of important commodities which are exported 
from a country. For simplicity of statement, the exports 
may be represented by a single commodity, and the imports 
similarly represented by a single commodity, and all the 
countries supplying these imports and taking the exports, 
that is all external countries, may be referred to as if they 
were but one. The export is, then, cheapened by improve- 
ments in the methods of its production. Its value falling, 
the home and foreign demand for it both increase, that is to 
say, more of it is demanded. But, at the new value, the 
total foreign demand for it may be represented by the offer 
either of more, or of less, or of an unchanged amount, of 
imports in exchange. Take the last of these three cases 
first. The demand for foreign goods is here supposed to be 
such as to call for as large an amount of them as before, and, 
the exports which purchase them being reduced in value, a 
larger amount of exports must be offered in exchange for 
these imports. Hence the foreign purchasers of the exports 
gain by the change. Will the rate of exchange of exports 
for imports fall so much as to call for the product of as 
much producing power as formerly went into that field, or 
for more or for less ? If the last be the case, the country 
will gain in its foreign trade, as well as in its production for 
itself, by the improved facilities in question. If the first of 
the three cases be that found, the exchanges with other 
countries will leave it where it was, and its only gain will be 
in increased efficiency in domestic production. But the 
third possibility remains, namely, that, to procure the old 
volume of imports, it must offer exports on terms which 
mean devoting a larger amount of productive power to 
producing exports, that is a larger amount of its energy is 
absorbed in getting its imports than before the improvement 
took place. This implies that the greater supplies of goods, 
which the improvement causes to flow from its resources, 
make the foreign goods appear more desirable by comparison 
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than formerly. It would also mean that such of those goods 
as are also produced at home are affected by decreasing 
returns, and that the improvement either does not affect 
them, or is outweighed by the effect of this diminution of 
returns. It would, further, mean that the marginal utility of 
the exports abroad fell more than in the proportion of the 
decrease of cost of producing them which is implied in the 
improvement. 

When this combination of circumstances can be found, 
the country where the improvement occurs would actually 
lose, so far as its foreign trade was concerned, as a result of 
the improvement. If we examine similarly the other cases, 
of the amount of imports increasing or decreasing as a 
consequence of the change in question, instead of remaining 
unchanged as in the case which has been examined, we 
should arrive at results of a similar nature. In general, such 
an improvement would be an advantage to the country 
where it arose, and also to those in trading relations with it. 
But, under special conditions, the opposite is possible, that 
is, that actual loss may follow improvement. Conversely, it 
might be shown that, under special conditions, a gain might 
accrue to a country, in its foreign trade, from a decrease in 
its facilities of production as affecting goods for export. 

One feature in the two cases not specially examined 
above calls for attention, namely, that when the volume of 
imports changes, an important consideration is, whether they 
are affected by decreasing or by increasing returns as a 
whole, or by constant returns. The investigation of the 
various cases which can arise is not easily made without 
some symbolic logical apparatus, and is even then somewhat 
lengthy. The purpose of calling attention here to a problem 
whose complete solution can hardly even be indicated, is to 
afford opportunity for noting that, though the general 
conditions point to loss to a country as resulting from any 
causes which diminish the effectiveness of its industry, 
conditions are conceivable where a gain would accrue. 



CHAPTER XIV 

THE BALANCE OF TRADE AND OTHER 
INTERNATIONAL OBLIGATIONS 

IN the last chapter, the point of view was presented that 
exports are the payment for imports. This statement 
appears to be contrary to fact when we see the figures of 
trade of countries like the United Kingdom or the United 
States. The former show, for the five years 1 898-1902, an 
average of 506 million pounds' worth of imports, and 335 
millions of exports, making an excess of imports over 
exports of 171 millions, or over 50 per cent. The latter, 
for the same period, show imports averaging 189 million 
pounds and exports averaging 28 1 millions, making an excess 
of exports over imports of 1 1 2 millions, or nearly 67 per 
cent. These figures are so large as to compel attention ; but 
were the records of other countries examined, a like inequality 
in the values of goods imported and exported would be shown. 
We proceed to show that this apparent lack of balance 
does not mean that the preceding argument is inapplicable. 

Imports and exports are, in fact, only in part recorded 
in the accounts from which such figures as those given above 
are compiled. Thus the imports of the United States are 
valued at the prices applicable to them in the country from 
which they are brought. The real import is a more valuable 
commodity than is recorded. On the other side of the 
account is the fact that British ships are engaged in carrying 
goods in many parts of the world. Their services are 
effectively an export which should be added to the value of 
the merchandise which some of them carry. The following 
tabular statement shows the various items for which payment 
must be made or may be claimed according to circumstances. 

215 
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(a) Merchandise imported or exported. 

(b) Loans, borrowed from or by other countries. 

(c) Interests due on outstanding loans. 

(d) The services of shipping. 

(e) Personal services rendered in one country when 
payment is received in another, or made by funds derived 
from another. 

if) Tributes, subscriptions, and the like. 

(^0 Specie imported or exported. 

When the net indebtedness due to the first six heads is 
worked out, and no addition to any of those heads avails to 
balance the account, the settlement must be made by move- 
ments of specie as shown in the last of the headings, that is 
to say, the balance-sheet which shows all the items in the 
above schedule in their proper amounts will show equal debit 
and credit totals. This will be more clearly seen by 
examining the items in order, and considering how they 
affect the obligations of a country as against all other 
countries. The direct exchange between any two countries 
cannot be handled in this way unless we can determine the 
amount of indirect payments made and received. 

The first item needs little further comment. The valua- 
tion of imports is naturally made of the goods as received, 
for they must be paid for in that state, whether the payment 
involve transactions with the foreign seller of the goods, and 
the shipowner, or with others concerned in handling and 
transferring the goods from the place of purchase to the 
point at which they are received as imports. If all the 
imports of a country were carried in ships owned by that 
country, provided with supplies from that country, and 
manned by hands who received their payment in the country 
itself, the conveyance would involve only payments among 
fellow-citizens, and we might properly value the goods at the 
values placed on them when they thus passed into the hands 
of the citizens of the country of destination, for conveyance 
further by that country's labour entirely. When goods are 
received over a land frontier, it is obvious that the proper 
place for valuation, if the account is to represent reality, is at 
the frontier. Goods received by sea are, taking international 
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trade as a whole, so largely conveyed to the ports of the 
country of destination by foreign ships, that it is convenient 
to adopt a treatment which applies to that arrangement even 
when the conveyance is done as above stated, by the buying 
country for itself. Credit can be taken under the fourth 
head for any such services rendered to a country by its own 
citizens, and for which those citizens take their payment at 
home. 

Similarly, the valuation of exports must be made as at 
the point where they leave the territory of the exporting 
country. If a country's foreign obligations were wholly on 
account of merchandise bought and sold, and this merchandise 
were valued : — for the exports " free on board " (f.o.b.), that 
is packed and placed on the ship (or other means of convey- 
ance) which is to carry it away ; for the imports " c.i.f." that 
is with cost, insurance, and freight, including commissions on 
buying, etc., paid, the goods being ready for the labour of 
the receiving country to take hold of them ; then, the values 
of exports and imports should be equal, for the one is the 
payment for the other. 

In practice, statistics of trade movements fail to realise 
these ideals, though in most countries the aim is to make the 
records represent just these facts. Apart altogether from 
the fact that the values of the official records are frequently 
estimated values rather than actual values, and must be so 
from the nature of the case, in part ; in some cases they do 
not aim to be " f.o.b." values and " c.i.f." values respectively 
for exports and imports. Thus the United States records of 
imports profess to represent invoice values in the countries 
of origin, that is, they are the cost of the goods at purchase, 
not as delivered at the boundary of the United States 
territory. It is probable that, if the imports were valued at 
the port of arrival, nearly one quarter of the apparent excess 
of exports would disappear, taking the figures quoted at the 
beginning of this chapter. In other cases, exports are, at 
any rate in part, declared at the value placed on them, for 
business purposes, as inclusive of freight, etc., where the custom 
of the trade is to sell on such terms. 

Taking up now the second head, a country which has 



21 8 ECONOMIC PRINCIPLES 

arranged to get a loan in a foreign country, whether the loan 
be for government or industrial purposes, effected publicly or 
privately, will, so long as the loan runs, not need to export 
goods to fully balance the imports. The loan completes the 
balance. Similarly, the lending country will export goods 
in excess of what are needed to balance imports. When the 
loan is repaid, the opposite state of affairs is produced. It is 
as well to remember, in this connection, that the deferment, 
for a month or two, of a payment due at once is effectively 
granting a loan for that period of time. This consideration 
brings a good many transactions under this head which are 
occasionally dealt with in quite other connections. The 
opening of a credit, however well secured, by a banker for a 
foreign customer, is obviously granting borrowing privileges. 
In practice, temporary trade balances are carried forward, by 
means of transactions of this class, to a period when the changes 
in the relative volume of imports and exports enable the loan 
to be discharged without the requirement of actual shipment 
of cash to and fro. Another way in which loan variations 
take place is by the purchase or sale of stock exchange 
securities, when the purchase or sale is effected in one country 
for account of residents in another. Thus, the sale in New 
York of American securities held in Europe, for account of 
European holders, is effectively a repayment of loans made 
by Europe to the United States. Similarly the purchase in 
Europe of bonds of American railroads is a loan to America, 
though the form is not quite identical with that by which a 
new loan is effected. Even in form, however, the process 
presents very close resemblances to the operation of floating 
a new loan, When the securities sold are bonds or stock of 
the government or of companies of a third country, that is, 
of a country different from that of either seller or buyer, it 
might seem better to describe the transactions as an export 
or import of securities, classifying it rather as analogous with 
merchandise exports and imports than with loan operations. 
It is so closely analogous with what are direct loan operations 
that it seems sufficient to class it with them, instead of making 
a separate heading for this particular set of stock exchange 
dealings. It is to be noted that the volume of international 
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stock dealings is now very great, and has an influence on 
balances of international indebtedness co-ordinate with, if 
not greater than, that of movements of merchandise. For 
effecting quickly a change in the balance, they are of supreme 
importance. The lack of records, which arises from the 
nature of the case, of the amounts, or even of the balances, of 
these transactions must stand in the way of testing statistic- 
ally the equality of the debit and credit sides of the foreign 
obligations of a nation at any moment. 

Attention may be called to the fact that we are not here 
avoiding the issue of the balance of obligations. The 
amount due for a sale of goods with a definite contract to 
accept payment in three months' time is not due till the 
period of credit expires, and is fundamentally different from 
a balance, due for immediate payment, which remains 
unpaid without any arrangement for granting credit. The 
question of the necessity of meeting a debit balance by the 
shipment of specie is affected very greatly by the possibility 
of arranging a loan in the form of deferment of date of 
payment, -or, what comes to the same thing, a credit from 
a banker. The credit permits the settlement of the present 
obligation to the seller of the goods, and the meeting of 
the new obligation is not a matter for which immediate 
shipment of bullion is the only solution. 

The third item on our list is one of great importance in 
actual cases, and goes far to explain the apparent contra- 
dictions of the trade records which have been quoted. 
Recent estimates have been made of the amount of French 
capital invested in other countries, and the figure given 
amounts to about 1200 million pounds sterling, the 
greater part being invested in European industries or the 
bonds of European governments, the latter representing 
about one-half of the aggregate of foreign investments. The 
annual payment due to French owners of these foreign 
investments must be something between 30 and 50 millions 
sterling, in all probability. England is a considerably larger 
owner of foreign investments than France, and the annual 
sum due may well amount to the go millions estimated by 
Sir George Giffen in 1899. The United States, on the other 
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hand, is believed to have a large amount of foreign capital 
employed in her industries. The net amount, after deducting 
American capital invested abroad, was estimated, in 1897, 
at a figure of 1000 millions sterling. Even if it were 
considerably less than this at that time, and have since 
been reduced, a substantial sum in annual interest is due for 
remittance. 

What falls under the fourth heading has already been 
partly dealt with. A ship-owning nation may expect to 
derive a revenue from its property, and if its subjects are 
largely engaged in working the ships, their earnings will be, 
in great part, transmitted home. This ship-capital employed 
outside the country may be compared with capital invested 
in industrial enterprises outside the country where it is 
owned. The difference is that the ship-capital, unlike the 
industrial capital, is not invested in another country. But 
the fact, that it is invested outside of the country of owner- 
ship, leads us to look for a payment to that country 
representing interest and depreciation, with some addition 
for management and working, which, however, fall under 
the next head. The countries which are not great ship- 
owning countries, but whose foreign trade gives employment 
to much shipping, are those which pay the sums received 
by the ship-owning countries. The differences between the 
values of the imports of the world and of the exports, values 
of the same goods in different places, afford the source of the 
revenue for such transport services. As Great Britain owns 
about half the shipping of the world, a large share of this 
sum is due to that country, and affords a partial explanation 
of the excess of imports. The relatively small amount of 
shipping owned in the United States makes that country's 
share a small one. The annual income from shipping 
owned in the United Kingdom, including commissions 
discussed below, is estimated, by the authority quoted on 
the subject of interest due, at a sum nearly equal to that due 
as interest on investments abroad as that term is ordinarily 
understood. It certainly represents a substantial fraction 
of the total excess of imports. 

The fifth item on the list includes such services of 
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shipping agents and ships' crews as are rendered in con- 
nection with the ships just dealt with. They are paid for 
in the country where the earnings of those who render them 
are spent, and mainly in the country where their home lies. 
There are also earnings of merchants, diplomatic agents, 
and others who render services in one country and draw 
payment for them in another. In the same class may be 
reckoned payments in the shape of deferred pay or pensions 
received in one country for services rendered in another, 
such as may be illustrated by the case of civil and military 
officers who have served in India, and enjoy a pension paid, 
by the Indian government, to them in England. Similar 
to these cases, in a general way, is the case of personal 
services rendered by hotel-keepers and servants, by guides, 
etc., to tourists abroad, which are paid for mainly by funds 
derived from the country where the tourist has his home. 
Thus the American tourists in Europe spend a considerable 
sum which, in its remittance, is chiefly represented by 
exports of American merchandise, but for which there is 
no recorded equivalent merchandise import into America. 

The last of the six classes of obligations requiring 
international payment includes such items as war indemnities, 
tributes, and the like. The payment to Spain for resigning 
her sovereignty over the Philippines, the annual tribute 
paid to Turkey by Egypt, the subscriptions to Indian famine 
funds, or to the fund for re-establishing Boer farmers who 
lost all in the war, or subscriptions to Irish political funds 
by American sympathisers, as well as gifts by emigrants to 
those left at home, are all items represented on one side of 
the account by the goods whose sale provides the money 
which it is desired to pay, but not represented in the record 
of the contrary movement. 

It will be noticed that the greater part of the items 
leading to international indebtedness, beyond what is shown 
in the merchandise movement, can be covered by the term 
" services." There is, in addition to the export of material 
commodities, an export of services of capital, of ships as a 
special form of capital, of men. Some countries export 
these services, others import them. Their values are not 
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included, as such, in the published totals of international 
trade movements, but the consideration of these invisible 
elements in the trade enables us to understand that, in 
spite of appearances, the fact that a country pays by its 
exports for its imports, and receives in its imports the 
payment for its exports, remains. It is incapable of being 
disproved. When payment cannot be otherwise made, a 
shipment of bullion becomes necessary, and there is a 
constant movement of bullion to and fro between countries, 
a movement mainly due to the necessity of meeting a 
balance of indebtedness on other accounts. 

The net result of the trade movement, and of the other 
international obligations of a country, is mainly seen in the 
changes of the second of the items in our table. A country 
may be steadily acquiring evidences of the indebtedness of 
other nations to it, or of its ownership of property situated 
abroad, or the opposite may be the case. At one time 
foreign capital was being largely invested in the development 
of American resources. French capital has recently been 
poured into Russia in considerable volume. Undeveloped 
countries add to their indebtedness, generally speaking, the 
opposite being usually the case with countries having highly 
developed industries. These latter usually accumulate 
capital faster than their own investment opportunities can 
readily absorb, and hence are ready to lend in other 
countries. 

The recent movements in England and in the United 
States possess considerable interest. So far as the former is 
concerned, her claims for interest on investments abroad, 
earnings of shipping, mercantile and banking commissions, 
and earnings of her subjects in foreign countries, are all 
important items, and the deductions to be made for 
corresponding payments due to foreign countries are 
relatively small. It is probably true that the excess of 
imports has not, in most years, if in any, represented the 
whole balance due, and that investments abroad have been 
steadily growing, though possibly only at a slow rate at 
intervals. The variation in opportunities for such invest- 
ments is perhaps reflected in the variations of the excess of 
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imports. As to the United States, taking' into account the 
fact that the imports are valued without allowance for cost 
of delivery, that a substantial amount of foreign capital is 
invested in industrial enterprises in that country, that a not 
unimportant sum represents spendings of American tourists 
abroad, and that the corresponding items on the other side 
of the account, the chief of which are the earnings of the 
United States mercantile marine and the interest on United 
States capital invested abroad, are relatively small, it is 
probably within the truth to suppose that one-half of the 
apparent credit balance of the United States in recent years 
is only apparent. In other words, instead of having had 
a sum of 560 millions sterling to spend, in purchasing 
American securities held in Europe or in making investments 
outside the United States, during the five years to which the 
figures quoted at the opening of the chapter relate, the sum 
available for that purpose has probably not far exceeded 
half that figure. Even so it is a very remarkable fact that, 
within so short a time, the net indebtedness has been able 
to be reduced by so substantial an amount as seems likely 
to have been available for that purpose. 

The two illustrations selected serve to bring out so many 
of the important features of the balance of trade, that their 
application to other actual cases may be left to the reader. 

In past controversies, the balance of a country's trade 
with the whole world is not the feature which has alone 
attracted attention. The apparent balance as between 
different pairs of countries has been made the basis of many 
erroneous conclusions. The trade between two countries 
represents only a part of their mutual obligations. But if 
we attend to the trade alone, the direct trade does not fully 
represent the balance of obligations. It is often more 
convenient to adopt a triangular course of exchange, or one 
even more complex. Thus if A sells to B, B to C, and C to 
A, and the amounts sold are of equal value, no mutual in- 
debtedness need remain. If, to a certain amount of direct 
interchange of goods, such triangular trading be added, an 
appearance of unpaid balances is produced which corresponds 
to no reality. Thus France receives from India and China 
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goods in value largely exceeding her exports to those 
countries ; France exports to England to a value largely 
exceeding her imports from that country. To establish the 
chain, we need only to assure ourselves that England is 
entitled to claim payment of balances from China and India. 
With the former country, there is a trade-balance due, for 
exports to China from England exceed imports from China. 
In the case of India, the direct trade with the United 
Kingdom leaves some balance of merchandise exports to 
India over imports thence, but to this must be added the 
annual payments due, for interest on British capital invested 
in India, and for payment of civil servants, and of officers 
and men serving in the army in India, in so far as their 
pay is remitted to England, or pensions are drawn there in 
respect of Indian service. Some part of the balances due 
from India and China are received through France. Other 
cases of apparently one-sided trade may be found to which 
a similar explanation applies. 

It is sufficiently obvious that the apparent trade balances 
are not liquidated in money. The aggregate of the differences 
between the imports and exports of the United Kingdom, for 
the five years ending 1902, would have required for its pay- 
ment the greater part of the world's monetary stock of gold, 
a stock many times greater than the stock of the British 
Islands, which is estimated at an amount not greatly exceed- 
ing 100 million pounds. In place of a payment of gold to 
foreign countries, however, the record shows that nearly 
39 million pounds in value of that metal was received in 
the five years, over and above the gold exports of the same 
years. 



CHAPTER XV 
THE FOREIGN EXCHANGES 

THE theory of values in international trade has been 
developed on the assumed basis of goods exchanged 
for goods, a direct exchange instead of a double exchange 
with money as an intermediary. In practice, this is some- 
thing like what happens, for, though purchases and sales are 
made in terms of money, but little money actually passes, 
and that enters in as a special commodity rather than as 
money. Moreover, the goods exported and those imported 
are generally evaluated in terms of different money units, and 
the value of the one money-unit in terms of the other is 
not invariable. The problem remains of dealing with the 
settlement of the relative values of these money units, or, in 
other words, the determination of foreign-exchange rates and 
their fluctuations. 

As is explained in works on commercial arithmetic, pay- 
ment for goods in international exchange is generally made 
by a transfer of obligations. Thus an exporter X, in country 
A, sells to an importer M in country B. An importer Y, in 
country A, buys from an exporter N in country B. Suppose 
the values dealt in are equal. Then M needs to pay the value 
of his purchase to X, and Y needs to pay an equal value to 
N. The transmission of precious metal would enable the 
payment to be made, but the double shipment of gold is un- 
necessary. Since X has to receive as much as Y has to pay, 
and M has to pay an amount equal to that which N has to 
receive, by mutual arrangement Y can pay his debt to X 
acting as N's representative, and N receive his payment 
from M instead of from Y. This is, in practice, the course 
followed. X draws a bill of exchange on M, that is, a 
15 
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document requiring M to pay the amount due, after an 
interval stated on the document. The bill is sold to Y or 
some one acting for Y, and thus Y pays X what is due to 
him. Y or his agent sends the bill to country B, where it is, 
in due time, collected from M, and N is paid out of the 
proceeds. Thus M practically pays N what is due to him. 

If a credit is established in a foreign country in any 
other fashion than by exporting goods to that country, bills 
can be similarly drawn and negotiated. We do not propose 
to deal with practical details here. It is sufficient that the 
mass of international obligations to pay find representation 
in bills of exchange. Some of these are payable at sight, 
and transfers are also made on telegraphic orders, including 
both land telegraphs and ocean cables in the means of 
communication used for this purpose. Other bills are only 
due for payment at a date more or less remote, as three or 
six months after sight, the period of currency, or usance, 
varying with trade customs. For the purpose of dealing 
with the conditions governing the current rate of exchange, 
we will at first take account only of obligations maturing 
immediately. Those who have payments to make will 
desire to purchase bills, those who have payments to receive 
will have bills to dispose of. As with other commodities, the 
price of bills is dependent on supply and demand. As we 
shall see later, the supply is affected by the prospects of the 
future condition of the market, and that in a special fashion, 
for the general statement, that present market conditions are 
affected by the conditions of supply and demand which are 
expected to prevail in the near future, is valid for a great 
variety of goods. If the supply at current prices fails to 
amount in the aggregate to the requirements for remittance, 
prices tend upwards, and they tend downwards if the supply 
at current prices exceeds the requirements for remittance 
at those rates. A confusion may arise if the prices here 
referred to are not rightly understood. Should the currency 
of the countries in which and on which the bills are drawn 
be identical, the bills may sell for more or less than their 
face-value, and the prices are quoted as certain rates of 
premium or discount. This mode of quoting is used in 
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domestic exchange, where the currencies are, of course, 
identical. Thus the quotation in Chicago of funds payable 
in New York is made as so many cents of premium or dis- 
count per thousand dollars. Similarly, the exchange between 
Australia and London is quoted in this fashion. But it is a 
common, in fact a general, occurrence for bills to be drawn 
in the currency of the country in which they are to be paid 
and sold, in the country in which they are drawn, for money 
of a different currency. The movements of price are not 
then expressed by stating that a certain fraction more or less 
than the face-value is paid for bills, but by stating how much 
of the one currency must be paid, or may be purchased, for 
each unit of the other currency. These figures are called the 
rates of exchange between one country and another. The 
rate of exchange, therefore, depends on the relation between 
the supply of bills and the demand for means of making 
remittances. Dear rates tend to check demand and stimulate 
supply, and cheap rates tend to enlarge demand and restrict 
supply. Let us examine this statement somewhat more 
closely. 

It must be remembered that the profit on an international 
commercial transaction depends on the rate at which exchange 
can be bought or sold, as well as on the prices of the com- 
modities entering into the transaction. The exporter, before 
he can be sure of a profit, needs to know not only the cost of 
his shipments, the price secured for them, and the freight 
and other connected charges, but he also needs to know 
what price in domestic currency he can secure for the bill, 
drawn in foreign currency, by means of which he gets pay- 
ment. A movement in this price may destroy a profit or 
create one. Where the movement is one making the foreign 
currency worth more in domestic currency, exporting 
transactions not profitable before become profitable, and bills 
increase in supply. Similarly, the opposite movement 
restricts exportation and checks the supply of bills. It is 
convenient, too, to notice here that a fall in price of export- 
able commodities in the exporting country tends to the 
more abundant creation of bills, a fall in the importing 
country to a scantier supply of bills coming forward. A 
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rise in commodity prices operates in the contrary sense. 
The influences tending to stimulate exportation tend to 
bring about a movement of rates of exchange in the export- 
ing country towards cheapness, that is to enabling a smaller 
amount of domestic currency to purchase a unit of foreign 
currency. Similarly for influences tending to restrict ex- 
portation, whose influence is in the opposite direction to 
that just stated. But we may also look at the demand side 
of the problem, and gain confirmation for our conclusions. 
A fall in commodity prices, which affects imported goods or 
those of the same class, tends to restrict importation, for it 
reduces the importer's profit. So also does dear exchange, 
which makes it necessary to pay a relatively high price for 
the remittance with which to pay for the imported goods. 
Thus the influences tending to increase the supply of bills, 
tend to reduce the activity of demand for them. The 
consideration of the other end of the problem, therefore, 
reinforces the conclusion previously arrived at, and the same 
would be true if the enquiry were extended to all the cases 
previously mentioned. 

The rates of exchange, then, reflect the conditions of 
international commercial relations, that is, the relations 
which give rise to the obligation to make international 
payments, which, as we have seen, include more than ordinary 
commercial relations. The rates move up and down in 
response to fluctuations in the creation of obligations to make 
payments and to receive payments. It will be obvious that, 
within certain limits which we have yet to determine, if not 
absolutely, the equating of demand and supply can be 
effected by a suitable fixing of the rate of exchange. Where 
the currencies are of inconvertible paper, we find practical 
illustrations of this. The supply of bills is made to meet the 
need for remittances by varying the rate of exchange, and 
the variations are sometimes rapid and wide in consequence. 
It is, however, well known that rates of exchange in general 
do not admit of such variation as will enable any given 
supply of bills to suffice for the demand for bills at the rate 
fixed by the conditions of the market. One of the most 
important points in the theory of foreign exchange, though 
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a simple point, is the elucidation of the reasons why many of 
the important rates of exchange can vary only within a 
narrow range, and the determination of the conditions which 
govern the extent of the range. Let us consider, then, the 
exchange between two countries each having a gold-standard 
currency. 

It was shown above that dear rates for exchange act as a 
stimulus to export, unless the level of commodity prices 
counteract the effect of dear exchange. Should the demand 
continue strong, and the supply of bills be inadequate, the 
tendency for exchange to get dearer will be maintained. 
How dear can exchange become is the question. The 
limit is found by reference to the fact that gold can always 
be procured at a price approximately fixed, so that there 
is a point of dearness of exchange which makes the ex- 
port of gold profitable. Though the commodities usually 
entering into the export trade be too high in price in the 
exporting country, and too low in price in the importing 
country, to make their shipment profitable, if the two 
countries have gold-standard currencies, the value of gold in 
terms of the currencies is substantially fixed in each country, 
and therefore the movements of the price of gold are unable 
to offset the influence of the rate of exchange in making a 
shipment of bullion a profitable transaction. The expense 
of procuring gold being fixed, and the expenses of trans- 
portation fixed, while the value which will be realised on the 
other side is also fixed, the shipment of gold will be able to 
provide the means of meeting bills drawn against it whenever 
exchange is dear enough. When this point is reached, the 
supply of bills will be able to be increased to meet the 
demand, whether the produce markets are favourable for 
export or not. Similarly, a point is determinable which will 
make the importation of gold profitable. 

To determine these " gold points " we must first define a 
point called the " par of exchange." It is commonly stated 
that exchange is at par between two countries A and B when 
the amount to be paid by A to B is equal to that which is 
due to be paid by B to A. This means that when the 
demand for bills is equal to the supply, the exchange is at 
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par. But we have seen that demand and supply can be 
equated at different rates of exchange, so that the par, if so 
defined, would not be a unique point. Were the amounts to 
be paid and received expressed in terms of the same unit of 
value, the definition, in the form first given, would be precise, 
but would only amount to saying that the par of exchange 
is reached when one unit of value in the one country will 
purchase the right to receive one unit of value in the other 
country. Even if the two countries have the same unit of 
monetary valuation, we can only learn the variations of the 
rate of exchange, not those of the condition of mutual 
indebtedness. When, as is usually the case, the amount to 
be paid and that to be received are expressed in different 
monetary units, a means of expressing the one unit in terms 
of the other is needed before we can test the equality of the 
obligations on the one side with those on the other. In 
practice, instead of this ideal par, the " mint par of exchange " 
is employed, which is defined as follows. Take two sums, 
of the currency of the two countries, which are represented 
in gold coin, at the mintage rates, by quantities of coin 
containing equal amounts of pure gold. Then, the rate of 
exchange which makes these two sums equivalent to each 
other is the mint par. It is obvious that, when the currency 
units are the same in the two countries, the mint par is the 
same as the par stated above, namely, the equivalence of 
unit for unit. 

If the purity of the metal of which the coins are made is 
the same in the two countries, the mint par is reached when 
equal weights of gold coin are equivalent. Thus France, 
Germany, Russia, Austria, and Denmark, as also the United 
States, coin gold at a fineness of nine-tenths, that is, there is 
ten per cent, of alloy in the coins in each case. Ten 
kilogrammes of gold coin, according to the mint laws of these 
countries, will contain respectively coins of the value of 
31,000 francs, 25,110 marks, 11,625 roubles, 29,520 kronen of 
Austria, and 22,320 kroner of Denmark. These amounts of 
currency are therefore equivalent to each other when the 
exchanges are at par. Exchange is at par between France 
and Germany when it stands at the level which makes 
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100 francs equivalent to 81 marks, and so on for other 
pairs. 

The United States gold coin, though of the same fineness 
as the gold coin of the countries named above, has its 
weight expressed in terms of Troy grains instead of in 
metric weights. The eagle, or ten-dollar piece, is required 
to weigh 258 grains by the law governing the operations of 
the mint. Now a kilogramme is equivalent to 1 5432*35639 . . . 
grains. Hence, the sum, in dollars, equivalent to the amounts 
of the various currencies expressed above would be $5981*534 
nearly, and the par of exchange, between any of the countries 
named and the United States, can at once be obtained. 
Thus the French par of exchange with the United States 
is 100 francs = 19*2953 dollars nearly, or 1 dollar = 5*1836 
francs. 

When we consider any par of exchange with England, 
the fact that English gold coin has one-twelfth part of its 
weight alloy, as compared with one-tenth in the cases above 
cited, renders the equivalence of gold currency weight for 
weight no longer an equivalence of pure gold contents. As 
it is the latter we are seeking, we have to equate amounts of 
coin which are of different gross weights. 1 The English 
sovereign is made so that 1869 of the coins weigh 40 lbs. 
Troy, or 230,400 grains, so that a sovereign's legal mint 
weight is 123*27447... grains of standard gold. The pure 
gold it contains is, therefore, 113*0016... grains. The 
details already given supply the data for calculating the pars 
of exchange between England and the six countries to 
which they refer. Thus the par of exchange with the United 
States is obtained by dividing 113*0016 by 2322, the number 
of grains of pure gold in the dollar, and the result is £1 = 
4*86656... dollars. Similarly, the par of exchange with 
France is given by £1 =25*2215 ... francs, with Germany 
by .£1 =204335 • • • marks, etc. 

These pars are calculated from the weights of the coins 
as defined by law. In practice, coins in circulation have lost 

1 It may be observed that 10 kilogrammes of coin, nine-tenths fine, contains 
9 kilogrammes of pure gold, which would be contained in 9*f - !i kilogrammes of 
English gold coin, or ,£1229*108276 
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more or less of their substance by wear and tear, and actual 
coins would not yield the proportions calculated above. 
Hence, if coin needs to be gathered from the mass in 
circulation in order to provide gold for export, a small extra 
cost may be involved, even if only heavy coins are selected 
for export, and the lighter coins restored to internal 
circulation. In the case of exchange between England 
and other countries, it is worth noting that gold can 
sometimes be procured in the London market at a price 
somewhat below the mint value. The mint strikes coins at 
the rate of £3, 17s. io^d. per ounce Troy of standard gold. 
The market price sometimes sinks to as low as £3, 17s. gd., 
the price at which the Bank of England buys gold. On the 
other hand, it sometimes rises above the mint price, for 
considerations of convenience, and the loss in handling coin 
owing to the wear and tear involved, make it worth while to 
pay up to £3, 1 8s. od. or even a fraction beyond, for bar gold 
for export. The range is, however, small, so that there may 
be said to be a practical fixity in the price at which gold can 
be procured for export. Similarly, gold brings a practically 
fixed price, which is substantially that at which it is turned 
into coin, in Paris. Since the amount of gold in a sovereign 
is equal to the gold whose mint value at Paris is 25 francs 22 
centimes, and since it costs about 4 per mille, or 10 centimes 
in the pound sterling, to cover cost of transport between 
London and Paris, including insurance and commission, the 
shipment nets 25 francs 12 centimes to the sovereign. If, 
then, exchange reach this point, the shipment of gold will 
yield the regular commission, and bills can be drawn against 
such shipments as extensively as may be necessary to meet 
the demand, or the metal may be otherwise used for the 
settlement of payments due. Conversely, with exchange at 
25 francs 32 centimes to the pound, a shipment of gold from 
Paris to London becomes worth while. These are the 
"gold points" which, as shown above, form the ordinary 
limits to the fluctuations of exchange between Paris and 
London. It was pointed out that gold is sometimes to be 
bought at a rate somewhat cheaper than the mint valuation, 
and this fact, with the fact that, under special circumstances, 
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a cheaper rate of transmission than 4 per mille may be 
possible, causes gold to begin to move from London when 
the rate is several points above the export gold point. 
Similarly, the rate sometimes overshoots the limit named, 
25*12, by two or three points. On the other side, gold 
cannot be procured as freely as in London. The Bank of 
France quite generally imposes obstacles in the way of 
drawing out gold for export purposes. As it may redeem 
its notes in five-franc pieces, which are of silver, it is able to 
demand a premium if gold is insisted on. Thus gold does 
not necessarily begin to move from Paris when the rate of 
exchange reaches 25*32. A premium of 3 per mille is 
occasionally quoted, which would make the export rate run 
up to 2S - 39|. Thus the gold points are by no means rigidly 
fixed, but it is nevertheless true, that the existence of open 
mints for gold in each of two countries, and fair facilities 
for procuring gold, such as, at worst, gathering gold from a 
circulation in which it is abundant, prevents the movements 
of exchange ranging beyond quite narrow limits of variation. 
Where seigniorage charges exist, the range of variation is, 
pro tanto, extended. In the exchange between Berlin and 
London, the par being 20*43 marks per pound sterling, the 
gold points are 20*33 an d 2 o*53 respectively. In the 
exchange with New York, the corresponding points are 
approximately 4-89 and 4*83! dollars to the pound sterling 
respectively for direct shipments. 

Where the currencies of two countries are based on silver, 
similar propositions as to the determination of a par, and of 
specie points, hold as with gold currencies on both sides. 
Where one currency is based on gold, the other on silver, 
a fixed par is impossible unless the gold price of silver were 
fixed. The range and limits of variation can only be 
determined when the value of silver relative to gold is 
known, and vary as that value changes. Should one or 
both of the currencies be an inconvertible paper currency, 
the position of gold or silver in the country concerned will 
be that of a mere commodity, whose price is subject to such 
wide variation that no points can be determined, which are 
even relatively fixed, at which shipments of specie check 
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further movements of exchange in the direction of the 
changes which have rendered such shipments profitable. 

When we are dealing with gold currencies, the shipment 
of the money-material from one country to the other exerts 
an influence on price movements which assists in setting 
a limit to the volume of the movement. The transference 
of the material of money from country to country increases 
the money supply of the country to which it goes, and 
decreases that of the country from which it goes. This 
increase and decrease operate, as a stimulus and a depressing 
influence respectively, on the prices of the countries con- 
cerned. Since the lowering of prices in the country which 
loses some of its money supply is a feature encouraging 
exports, and the raising of them in the other country checks 
its exports, while the contrary effects are produced on the 
imports of the respective countries, the balance of indebted- 
ness is modified in the direction of rendering further 
shipments of gold unnecessary. 

The international bullion movements, which are brought 
about in the way above indicated, result in distributing the 
supply of money material among the nations of the world 
in proportion to their respective needs. Where it is 
temporarily in excess, prices are relatively inflated, and 
exchange-rates move to the export specie point. Where it 
is temporarily deficient, prices are relatively low, and 
exchange-rates move to the import specie point. Excess 
or deficiency of supply is entirely a relative question. The 
business habits of the different communities determine 
whether they need much or little money-metal to carry 
on their trade, in proportion to the volume of that trade. 
In England there is a great economy of gold, owing to the 
developed banking system of the country. In France, the 
proportion between the gold-supply and the annual amount 
of trade is quite different, owing to differences in the mode 
of conducting business. Where the circulation is more 
largely made up of paper than in England, some further 
economy of metal is realisable, since convertibility can be 
maintained without holding a metallic backing against 
circulating notes equal to the amount of those notes. The 
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existence of a large mass of full-valued metallic money in 
circulation, however, is so far an advantage, that it affords a 
large reservoir from which it is possible to draw for purposes 
of export. The entire amount of metal exported does not 
come from bank reserves when the export is large. Were 
the internal circulation entirely one of paper currency and 
token coin, international bullion movements would affect 
bank reserves only, though, through them, the volume of 
the paper currency might be affected, just as the volume of 
the metallic circulation can be modified when the circulation 
is of full-valued coin. When the state of the foreign 
exchanges requires bullion exports, these exports may 
consist of foreign coin, of bar-gold, or of domestic coin. It 
has been shown above that, if the price to be paid for bar- 
gold be sufficiently favourable, it will be used rather than 
coin, and similarly foreign coin may be purchaseable at a 
rate somewhat more advantageous than would be secured 
by operating with domestic coin or uncoined bullion. If 
the bullion market do not offer supplies of either of the 
alternatives at favourable rates, domestic coin will be used 
for remittance. In shipping coin, care will naturally be 
taken to select such coin as will give the best return abroad. 
As the domestic coin is but bullion abroad, the heavier coins 
will give a better return than the lighter ones. The light 
coins may be returned to circulation at home. We find 
thus that, where a currency contains coins of the same 
nominal value, but of different metallic contents, those whose 
metallic contents are more valuable are selected for export, 
when occasion arises for export of coin. The differences 
in metallic value may arise from different degrees of wear 
and tear in use, or from an original difference in the coins 
as minted. In connection particularly with this latter feature, 
a principle has been enunciated known as Gresham's Law, 
that bad coin drives out good coin from a country. It 
means that, when the domestic trade of a country uses 
indifferently bad and goqd coins, the good coins tend 
gradually to disappear and leave the bad alone in circulation. 
In addition to export, coin may be taken from circulation 
by being hoarded, or melted down to provide metal for 
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industrial or other uses, and, naturally, those coins will be 
preferred for melting which yield the greatest amount of 
metal. 

Gresham's Law applies in practice also to the case of 
currencies of two different metals. Thus, if silver and gold 
coins of the same denomination have relative weights in the 
proportion of 15 to i in one country, as in the United 
States before 1837, and 15 £ to 1 in another, as in France 
at the same period, and if mints are open to the coinage of 
both metals, when remittances of money metal have to 
be made from one of the countries to the other, gold will 
be selected for export from America, silver for export from 
France. When, after 1837, the United States modified their 
coinage ratio to 16 to 1, the choice fell in the opposite 
direction, gold being the preferred metal for export from 
France, silver from America. The movement being due 
to a difference in the relative valuation, outside a country, 
of elements which, within it, are valued equally for monetary 
purposes, the selection of the same proportions of value, in 
the countries between which movements are of importance, 
would destroy the motive for making a preferential export 
of the one or the other variety of coin. We do not propose 
to discuss here the feasibility of such uniformity of valuation 
and widespread adoption of the system of a double metallic 
standard. The coinage of silver, in countries having a gold 
standard, is now carried on in such amounts only as are 
judged requisite for supplying a convenient amount of 
token-coin for purposes of small change. The coinage of 
gold in these countries, however, is not similarly restricted, 
but depends on the supplies of gold available for coinage. 

We turn now to consider the influence on the exchanges 
of the element of time, hitherto ignored. The supply of bills 
at any time is influenced by anticipations as to the move- 
ments of the near future. In a country, for example, which 
exports large amounts of agricultural produce, the period of 
most active exportation will fall after the harvest has been 
gathered and prepared for shipment. Bills drawn against 
exports will then be plentiful, and relatively cheap. At 
other times of the year they are often scarce and relatively 
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dear. The to-and-fro movement of gold at such times may 
be reduced in volume, or rendered unnecessary, if it be 
sufficiently profitable to effect an operation by which the 
supplies of trade bills may be anticipated, so that the time 
of plenty may assist the time of scarcity. Bankers and 
others may draw on correspondents against an established 
credit when trade bills are scarce, with the purpose of 
sending the means of covering the drafts when trade bills 
are plentiful. If a profit can be made by thus using their 
credit, that is, if the price of bills is high enough at the time 
of scarcity to make it worth while taking the risk of being 
able to cover at a cheaper rate later on, bills will be offered 
by such bankers and merchants as have credit facilities 
which can be used for the purpose. 

It will be clear that not only the price of the bills but the 
expense of borrowing is involved, that is, the rate of interest 
as well as the rate of exchange affects this question of the 
supply of exchange. This is very clearly seen in consider- 
ing the supply of bills drawn at sight as related to that of 
bills drawn at a long currency. The difference in the rates 
for sight bills and for three months' bills corresponds closely 
to the discount for three months in the market on which the 
bills are drawn. 

Consider the position of a drawer who has an established 
credit against which he can draw. If he draw, and sell, three 
months' bills, he saves the interest for that period on funds at 
his disposal in the place on which he draws, as compared with 
the position created if he sell sight drafts. On the other hand, 
take the case of a merchant remitting to cover an advance. If 
he buy sight drafts, he likewise saves three months' interest 
as compared with a remittance of three months' paper. 
Hence, if three months' bills be cheap as compared with 
sight drafts, the former gains by selling sight drafts, the 
latter by buying three months' bills, and vice versd. The 
supply of sight drafts, and demand for three months' paper, 
are affected in a sense which tends to destroy the advantage 
of using the one rather than the other. Relative cheapness 
is seen, moreover, to consist in a difference in price which is 
greater or less than three months' interest on the amount 
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concerned, at the rate current in the market on which the 
bills are drawn, greater if long bills are the cheaper, less if 
demand bills are the cheaper. Bills payable at sight tend to 
be dearer than three months' bills by just this amount, 
together with the stamp duty on the long bill and some 
allowance for any risks which the deferment of the date of 
settlement involves. 

If bills with a certain period to run before their due date 
be purchaseable cheap, they may serve to afford the means 
of procuring funds at once. They may be sent forward and 
discounted in the market on which they are drawn. Should 
a given outlay yield a larger result in this way than by the 
purchase of sight bills, the enquiry for long bills will raise 
their price till they yield the same sum as an equal invest- 
ment in sight bills. It is here clear that the borrowing of a 
sum of money in the market on which the bill is drawn is 
what is effected by forwarding long bills for discount, and 
the cost of borrowing that sum is, therefore, the natural 
measure of the difference in price of the long and sight bills. 

The buyer of long-dated paper who holds it to maturity 
lends its value to the seller for the interval. The prospects 
of the exchange market later on, when he will be using the 
draft as a remittance, must therefore enter into his calcula- 
tions. If, for example, demand drafts fell to the price he 
had paid for his long-dated bill, he would have lain out of 
his money in the interval without recompense. 

The discount rate is one of the chief instruments em- 
ployed to influence the rates of exchange, at any rate when 
gold shipments are in question, the export of metal being 
checked, or stopped, or converted into an import as the 
result of sharp movements of the rate of discount. The 
reasons for this action of a movement of the discount rate on 
the demand for gold for export are twofold, the one as 
affecting the creation of obligations requiring the payment of 
money, the other as affecting the postponement of the date 
of payment. 

As to the first, when the rate for loans is raised, buyers 
of produce or securities are checked in their operations in so 
far as they are effected with borrowed funds. As it costs 
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more to borrow, bids are less readily made except at reduced 
prices. So, too, holders of produce or of stock exchange 
securities, finding it less easy to borrow the funds wherewith 
to meet current obligations, or to renew the loans without 
which they cannot continue to hold their stocks of produce 
or of securities, are forced to realise part of their holdings. 
Thus a check to demand and readier offerings leads to a 
downward movement in prices. This movement may bring 
some commodities to a price-level which makes it worth 
while to export them, and thus an increased obligation to 
make payments to the country concerned is created. The 
reduction of prices of securities operates in like fashion. On 
the other hand, the fall in prices checks shipments to the 
country, and the supply of bills drawn on it (or the demand 
in it for means of remitting in payment) in connection 
therewith, since the profit margin on some lines of goods 
will be destroyed by the downward price movement. It 
will be observed that, from the nature of the operative cause, 
the influence will be felt generally, if not in every market, 
and thus there is no need to look for influences specially 
affecting individual commodities or securities. Some will be 
more affected than others, in the nature of things, and some 
may escape the general influence. 

Thus the balance of indebtedness is modified in favour of 
the country in which the loan rate, and with it the discount 
rate, has risen. Further, bills of long date will afford an 
investment yielding a rate of interest corresponding to the 
discount rate, as already shown. Hence they offer a favour- 
able investment for funds of foreigners, who will hold them 
till maturity, under such conditions, in place of forwarding 
them for prompt discounting as a means of procuring credit 
in the market on which they are drawn. The demand for 
such bills as an investment leads to a rise in their price, and 
sight bills follow, so that the exchanges on the country which 
has raised its discount rate move away from the specie point, 
or, as it is called, move in favour of that country. Should 
discount rates elsewhere rise equally with that in question, 
the investment demand just considered would not be note- 
worthy, since other uses of money would yield equal 
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advantage with its investment in the bills on the country 
under discussion. 

The raising of its rate of discount is the usual and prin- 
cipal means adopted by the Bank of England to protect its 
reserve. In order that it may be effective, the rate charged 
by other lenders, the market-rate, must follow the bank-rate. 
There is a tendency for this to happen, since the funds lent 
are largely deposits in banks on which the banks pay interest. 
The rate they pay is conventionally i£ per cent, below bank- 
rate, so that the rise in bank-rate makes deposits cost the 
bankers more, and thus acts as a stimulus for them to charge 
more for loans. If the loanable funds remain so plentiful 
that this stimulus does not become effective, the Bank of 
England can, and does, borrow part of these funds and thus 
bring about a scarcity of loanable funds, which leads to a rise 
in lending rates. 

The charging of a premium on gold by the Bank of 
France serves to protect its gold from withdrawal for export 
without any notable change in discount rates, and thus the 
phenomenon of a comparatively stable rate of discount in 
Paris, and a changing one in London, is seen. The other 
devices which assist in preserving or reconstituting the gold 
reserve include the charging of a slight advance on the usual 
tariff rates for foreign gold coin, and the making of loans on 
especially favourable terms on condition that they are repaid 
in gold, thus throwing on the borrowers the onus of meeting 
the expense of procuring gold from abroad. 

From the argument of this chapter, it may be seen that 
the rate of exchange between two countries is practically an 
expression of the relation of the price-levels in those countries. 
When, as in the case of inconvertible paper currencies, the 
corrective of altering the money-supply is not made operative, 
the prices of the one country may, as a whole, move differ- 
ently from those of others in commercial relations with it. 
Exchanges between gold-using and silver-using countries 
also illustrate the point. 

Thus, for twenty years after 1873, tne level of prices in 
India remained, on the average, not much changed, while 
prices in England, on the average, fell substantially. Indian 
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exports, and the British goods imported into India, preserved 
a tolerably constant average price-level in Indian currency, 
while in England they fell in price. The former of these 
movements is sometimes referred to as indicating a profit on 
export from India, at the end of the period, measured by the 
difference in the rate of exchange in 1873 and, say, 1893. 
But the rate of exchange moved because the price movements 
of the two countries were independent, and its movements 
practically express the change in the comparative level of 
prices in India, quoted in rupees, and in England, measured 
in pounds sterling. The fall of exchange (making English 
money cost more in India) may have afforded a stimulus to 
export, but this was constantly nullified by the fall in the 
prices realised in England for Indian goods. In such cases 
as are mainly considered in this chapter, the movement of 
exchange to specie point indicates a change in price-levels, 
which change is counteracted by the effect of bullion ship- 
ments on the money supplies of the two countries. The 
divergence is thus corrected by a reduction of the price-level 
where it stands relatively high, and a rise where it stands 
relatively low. As has often been said, the prices of com- 
modities, which enter into the trade between any two 
countries, cannot remain permanently at levels differing by 
more than the cost of transference from the one country to 
the other. When an abnormal difference of price affects 
particular commodities, a movement of those commodities, 
or a restriction of a movement when such movement is 
normal, may provide the needed correction. When, however, 
the abnormal difference is one affecting a considerable range 
of commodities commonly exported or imported, an influence 
is needed which will operate widely. The general level of 
prices in the wholesale markets is affected by international 
bullion movements, and the restoration of the normal relation 
of price-levels in different countries is thus effected. Changes 
in facilities for transportation bring within the influence of 
these movements commodities which were not so formerly. 
In this way some price-changes, of importance to individual 
countries, occur which are not accompanied by a correspond- 
ingly marked price-change in other countries. Retail prices 
16 
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are usually not largely affected by the temporary ups and 
downs of wholesale prices, but prolonged and important 
movements in the latter are, in due course, reflected in the 
former. 

The attention of the reader has been directed in this 
chapter to the making of international payments in the most 
direct fashion. Just as it was pointed out that a triangular 
course of commercial transactions might take place, and does 
take place, so in the handling of the means of payment may 
indirect operations occur. It is not unfrequently possible to 
pay by an indirect course more advantageously than by a 
direct one. Thus, in particular, in connection with trade 
between America and Europe, London serves as a settling 
centre. Payment for goods shipped to continental centres 
from America may be made by draft on London, and American 
shippers may draw on London houses instead of on the 
countries to which they ship. Thus the indirect course of 
payment through London takes the place of bills drawn 
directly. The indirect course is adopted when it offers 
advantages in a lower cost of remitting. The operation of 
effecting payment in this indirect fashion is known as an 
arbitrage operation. It is clear that the effect of arbitrage 
transactions is to keep the various rates of exchange in close 
correspondence to one another. It is the occurrence of a 
less close correspondence than usual which makes it possible 
to secure a profit on an arbitrage operation. 

In the language used throughout the chapter, a course of 
business has been assumed which sufficiently well illustrates 
the manner in which bills of exchange arise, and the leading 
influences which operate in the determination of the rates of 
exchange. It is not within the scope of this volume to enter 
into the various modes of effecting payment which are used, 
and the drawing of a bill against exports and remitting for 
imports are sufficiently typical of the two aspects of the 
principal mode employed. In its application to English 
trade, it is well to note that it is more usual for bills to be 
drawn on England than for English merchants to draw on 
foreign centres. The price of bills is more influenced, 
therefore, by transactions in the foreign centres where they 
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are drawn than by dealings in them in London. No one 

course is universally followed, and enough bills are drawn in 

London on foreign centres for the language employed to be 

quite applicable to what occurs in England, even though it 

be true that the great bulk of English exports are remitted 

for, and the bulk of English imports are drawn against. 

The supply of and demand for bills operate in determining 

their price as discussed above, though it is the price in Paris, 

or Berlin, or New York, or elsewhere, rather than the price 

in London. The practice, of expressing the rates on most 

foreign centres in terms of the amount of currency of the 

foreign country which is equivalent to a pound sterling, 

indicates sufficiently that it is an old-established custom for 

the bulk of the dealings in such exchange to be carried on in 

the country in whose currency the rate is expressed. 



CHAPTER XVI 
FREE TRADE AND PROTECTION 

THE examination of the way in which value is related to 
cost and to utility respectively, in the case of com- 
modities entering into international trade, showed that goods 
were imported, either because they could not be produced at 
home, or, if produced there, could not be profitably produced 
for sale at prices as low as those for which the similar 
imported goods could be had. With the qualifications 
mentioned at the end of Chapter XIII. as to the influence of 
prejudice and of custom, it may be taken as obvious that a 
domestic production would be established, if it could be done 
so as to give adequate profit at the prices for which the goods 
could be sold. The adequacy of the profit must be judged 
by the standard of profit prevailing in the country, and at 
the time, considered. It is only contended that a sound 
assumption is that capital and labour will be prevented from 
turning to a particular industry only by the attraction of 
greater or more certain profit in some other use. The words 
" greater " and " more certain " may be taken to imply the 
same thing. The probable profit is what must be considered, 
and amount and certainty are combined in a proper estimate 
of this " probable " profit. The fact that an industry does 
not exist in a given country may, then, be taken to indicate 
that entrepreneurs find other industries offer greater 
probability of profitable employment to all the available 
capital and labour, so that, when the more promising 
openings have been exploited, the resources of the country 
are all engaged. This seems the only generally satisfactory 
explanation of the neglect to exploit unused opportunities, 
and if we assume that facilities for the industry in question 
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are found in the country, it is the explanation to which we 
are forced to turn. 

It is, however, claimed that the powers of the state may 
properly be used to modify this condition of affairs, and 
render profitable some industries which do not present, of 
themselves, sufficient attractions to lead entrepreneurs to 
develop them. This is called a policy of protection, since it 
aims at preventing the competition of imported goods from 
checking the establishment, or the development, of a domestic 
production of the same goods. If what has been stated here 
and in Chapter XIII. is sound, the thing really aimed at is, to 
prevent the superior attractions of other investments, for the 
capital and labour of the country, from absorbing all the 
available supplies of these industrial agents ; to enable the 
industry which is to be protected to occupy a position of 
sufficient strength to attract the capital and labour needed 
for its development. To do this it must be able to offer 
favourable prospects of profit to those who undertake its 
risks and become responsible for payment of wages to labour 
and a return to capital, prospects at least equal to those 
offered by the general run of industrial openings which do 
secure the funds required for development. This prospect 
of profit is to some extent ensured if the power to depress 
prices, which comes from the unfettered competition of 
imported goods, be limited or destroyed, or if such assistance 
is given as may make a profit reasonably secure in spite of 
such competition in the matter of price. 

There are many who maintain that such support to 
special industries yields no net gain to the community, and 
that the soundest lines of development of its resources will 
be those which are ensured by leaving both internal and 
external trade to themselves. An equal field for all is 
believed to be the wisest motto. This is known as the Free 
Trade doctrine. 

The protection of industries may be effected by several 
methods. Thus, a method practised in reference to railways 
by several countries is to guarantee, usually for a limited 
term of years, a minimum rate of interest on the capital of 
the company which builds and works a particular railway. 
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If the ordinary net revenue of the enterprise proves to be too 
small to yield the stipulated rate, the general funds of the 
state are drawn upon to make up the deficit. This means 
that the citizens of the country concerned are made to pay 
somewhat more in taxes than would otherwise be necessary, 
and that this additional sum, so gathered from the community 
at large, is handed over to the proprietors of the railway. 
What they fail to earn as profit on the working of the line 
does not result in a reduction of their revenue below a fixed 
point. Such a guarantee may encourage entrepreneurs to 
exploit districts the trade of which is too small, or too 
fluctuating, to give sufficient inducement to take up their 
development. The construction of means of communication 
and transport may be of importance, sufficient to warrant its 
encouragement, even before it promises a commercial profit, 
or even if no such profit can be anticipated at any future 
time. It may seem probable that the railway will contribute 
to the general development of the district through which it 
runs in such degree that, after a term of years, its operation 
will become profitable. This term may be so long, or the 
profit so doubtful, that it offers insufficient attraction to 
entrepreneurs. The guarantee attracts to this enterprise 
capital which would otherwise have been employed elsewhere. 
The prosperity of the district may be so promoted by the 
railway that its inhabitants largely increase their wealth, and 
the revenue of the government increases without increase of 
taxes. In view of the fact that the interests of the govern- 
ment, as representing the community, include the distant 
future as well as the present, the increase of its revenue here 
supposed need not be an immediate increase. A tax-burden 
on the present citizens, to provide for the carrying out of the 
guarantee, may be regarded as offset by the prosperity of a 
later generation, induced through the construction of the 
railway. 

Looking at the matter in this light, it is natural to point 
out that the interests of future generations can easily be 
promoted at too great a price to those of the present genera- 
tion. It is clear that, in order to justify such a proceeding 
as is here considered, the future gain should be well assured, 
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and of amount sufficient to outweigh the sacrifice likely to be 
imposed on the present generation in order to secure it. 
Further, the capacity of the present generation to bear 
additional burdens requires to be taken into account. 
Finally, the comparison, of the benefit ensured by the 
guaranteed enterprise, with what might have been assured 
through the investment of capital and labour in other ways, 
had not the guarantee attracted it to the railway, must not be 
omitted. If the adoption of the method of guarantee draws 
from other countries capital and enterprise which could not 
have been secured without it, this consideration may be 
ignored, for the gain through other investments of the capital 
would have accrued where the community, whose interests we 
are discussing, would have been unaffected by it. 

Differing substantially, both in form and in its results, 
from the method of guaranteeing a minimum return on the 
outlay necessary to establish an enterprise, or class of enter- 
prises, is the method of granting a bonus to the entrepreneurs 
engaged in establishing such enterprises. The bonus may 
take the form of a grant of money or of land or both, or an 
annual subsidy for a term of years, or an exemption from, or 
reduction, of taxation or special forms of taxation, for a term 
of years. The amount of the burden placed on the com- 
munity at large, for the benefit of special industries, is in this 
way more exactly defined than when a guarantee of interest 
on the capital invested is offered. If the benefit secured is 
more or less problematical, the price paid is known with 
greater accuracy. Moreover, the stimulus to effort on the 
part of the responsible managers of the enterprises thus aided 
is greater, since all the gain of success, or loss from failure, is 
gain, or loss, to them. The method previously considered 
may save the owners from the losses due to incompetent or 
unfortunate management, at least in part. In other respects, 
the same features call for consideration as in the preceding 
case, in estimating the desirability of making the sacrifice, 
imposed by the payment of the bonus, for the sake of the 
gain anticipated. It is obvious that, in the case of industries 
capable of affording a sufficient profit without public assist- 
ance, the granting of such assistance is unnecessary, and 
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imposes an inequitable burden on the rest of the community. 
It would appear as if the method of guaranteeing interest on 
the investment of capital saves the community from sacrifice, 
whenever the conditions turn out to be sufficiently favourable 
to permit the earning of the guaranteed amount by the 
industry on its own account. The community, in that case, 
has merely to be ready to take the risk of that point not 
being attained. If there were a sufficient assurance of equally 
capable, vigorous, and interested management, equally enter- 
prising and not more rash, the guarantee would present 
greater advantages than the bonus. Human nature being 
what it is, political influence may lead to the granting of 
bonuses of amounts disproportionate to the real difficulties 
which they are to assist in surmounting. It is to be noted, 
too, that rivalry between different localities may lead to the 
establishment of an industry, by means of a bonus, in places 
other than those best suited to it within the same national 
boundary-line. Where the practice of offering bonuses is 
followed by the minor divisions, such as the cities and towns, 
of a country, an uneconomic distribution of industries in the 
country may easily be the result. 

A third method is the granting of a bonus or bounty 
proportioned to the quantity of the production of an industry 
whose establishment or development it is sought to encourage. 
Such a bounty is sometimes granted for a term of years, and 
decreases with the lapse of time according to an arranged 
scale. Thus the presumably greater difficulties, of the early 
years of the first establishments which engage in the industry 
to be favoured, are met by greater assistance, and, as the diffi- 
culties diminish, the amount of aid also diminishes, and the 
bounty may entirely cease after a definite date. If the need 
for assistance do not diminish with the lapse of time, it may 
reasonably be presumed that the circumstances of the in- 
dustry are not such as would justify its support at the public 
expense. Should a permanent bounty be necessary, justifica- 
tion will need to be found in the indispensable nature of the 
product to the national progress, and the danger of depend- 
ence on any but domestic sources of supply, or in incidental 
advantages which may be expected from the establishment 
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of this particular industry. Before giving more detailed 
attention to these possibilities, we proceed to consider a 
fourth method of giving support, at the expense of the 
community at large, to particular industries, namely, by means 
of taxes or bounties on import or export. We must first 
examine some special features of these methods of protection. 

It is especially to the device of import duties that the 
title " protection " is commonly applied, and the protection 
referred to is protection against competition on equal terms 
between imported and domestic products. If the foreign 
producer must add, to his expenses of production, not only 
the cost of transportation from the foreign place of production, 
but also an import duty as the price of admission to the 
domestic market, it is clear that the profit to be made out of 
the sale of the goods will be less than if no duty existed, unless 
the price can be raised. The reduction of profit must reduce, 
and may destroy, the inducement to offer the foreign goods 
on the protected market. An elevation of price insufficient 
to fully offset the duty, and therefore insufficient to induce as 
large a supply of the foreign goods as would be forthcoming 
in the absence of a duty, may suffice to make the domestic 
industry a profitable one. 

The question of whether or not an import duty is 
necessarily an influence tending to raise the price of the 
taxed goods, is one which has been a good deal debated. 
Consider the effect of imposing a new duty on some com- 
modity. If it do not affect prices at all, the foreign producer 
or the merchant must bear the whole burden, and have by 
so much the less with which to meet expenses. This reduc- 
tion would, in the great majority of cases, if not in all, lead 
to a reduction in their production of the commodity, or to its 
being pushed in any other markets where a less concession 
will enable sales to be increased. It would be an exceptional 
case where some extension of sales in other markets could 
not be secured by reduction of price, and a reduction of 
smaller amount than the duty under consideration would, so 
far as it went, permit the maintenance of the output without 
so great a loss as the amount of the full duty on the whole 
of what ordinarily went to the protected market under 
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examination. The reduction of supplies in that market 
would tend to raise prices there somewhat, till a point was 
reached where the diversion of further amounts to other 
markets could not be profitably made. 

If we started with the assumption that the effect of the 
duty was a rise in price equal to the duty in amount, similar 
conclusions would be reached. The rise of price would both 
check consumption and stimulate the offer of domestic 
goods at the raised price. The check in consumption would 
be felt by the foreign producers, who would probably seek 
to meet it by some concession in price. That concession 
would decrease the profit of this special market for the 
goods, and lead to a withdrawal of part of its supplies, to 
be distributed to other markets, rather than submit to a 
concession great enough to restore the old volume of trade, 
for this would mean shouldering the whole burden of the 
duty. 

In the light of these considerations, it seems that the 
immediate result of the duty must be a rise of price by 
something less than the duty, but a rise nevertheless. The 
burden of the duty would thus be shared between the 
foreign producers and the consumers in the protected 
market. The conditions for the placing of the whole burden 
on the one or the other may be examined. If the producer 
(using this term to cover all the interests concerned with the 
goods up till the time of reaching the boundary line where 
the duty is exigible) bear the whole, we must conclude that 
it is less profitable, either to reduce production or to place 
some of the goods on other markets, than to submit to the 
entire burden of the duty. The protected market would 
thus contain the body of consumers of greatest importance, 
and these might be said to have a kind of monopoly of the 
demand for the commodity. Further, the ordinary net 
profit on the production of the commodity would need to 
exceed the sum of the duty and transportation costs from 
the place of production to the market in question. If it did 
not, reduction of production would involve a smaller loss 
than the entire burden of the duty. If, on the other hand, 
the consumer bear the whole burden, we need to suppose 
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that the commodity is so necessary that it must be had, in 
as full supply as before, in spite of the raised price. This 
implies that neither it nor an efficient substitute can be 
secured from elsewhere at any price below that of the taxed 
goods, including the whole of the tax. Such entire 
dependence on a single source of supply for a commodity 
would be exceptional, and more exceptional still the absence 
of any check to demand on a rise in price. The conditions 
for the placing of the undivided burden on either party are 
not generally fulfilled, but are approximated to in some 
special cases. In the degree in which the one or the other 
set of conditions more nearly represents the conditions of 
an actual case, will the burden of a new duty be likely to 
fall mainly on the producer, or mainly on the consumer, 
as the case may be. 

A similar examination of the remission of a tax formerly 
levied would lead to similar conclusions. 

If, on the imposition of a new import duty, the new 
burden is shared between producers of the imported goods 
and the consumers of them (and of similar goods of domestic 
production) ; and, on the remission of an old import duty, 
the gain is shared between consumers of the imported 
product and its foreign producers ; we may reasonably argue 
that, during the continuance of such a tax, the burden is 
similarly divided, and only under quite exceptional con- 
ditions can fall entirely on the one or entirely on the other. 

A bounty on exports of a commodity from a country, 
on its institution, acts like the removal of an import duty 
in each and all of the countries importing the goods, and, 
on its cessation, like the imposition of an import duty in 
those countries. Hence, during its continuance, the division 
of its effects may be expected, and the principles considered 
above suffice for this problem, the detailed examination of 
which would involve the repetition of much that has already 
been said in reference to an import duty. 

A bounty on import of a commodity into a particular 
country differs from the bounty on export, in that all sources 
of production to which the bounty applies are brought into 
account on the one side, the consumption of one particular 
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country on the other, instead of the producers of the one 
country in the case of the export bounty, and the consumers 
of all importing countries. This case is so clearly that of 
the converse of a tax on import, that the statement at the 
end of the preceding paragraph is clearly justified in this, 
as in that instance. 

An export duty, again, affects the relations between the 
producers of the exporting country and the consumers of 
all importing countries, and is the converse of an export 
bounty. Suppose such a duty newly imposed. If it were 
wholly borne by the producers of the taxed goods, the 
consumers would be unaffected, for at an unchanged price 
their demand would be neither diminished nor increased. 
Producers would only submit to this if the reduction of 
output, with such rise of price as might be thus induced, 
involved a greater sacrifice than the maintenance of output 
at the old price less the duty. For the maintenance of 
supply with the added burden on producers, it is necessary 
to suppose that all the sources of supply have previously 
afforded a profit sufficiently in excess of the amount of the 
duty for the reduction of profit not to compel the reduction 
or cessation of output from even the least profitable of these 
sources of supply. If, on the other hand, the export duty 
were added to the price, so as to fall entirely on consumers, 
it is not possible, in general, to conceive of no reduction of 
demand, even if there were no other source of supply of the 
taxed commodity. Any reduction of the amount demanded 
will operate to force a reduction in the new price, that is, 
to make it higher than the old by an amount less than the 
tax. The difference constitutes a burden on producers. 
Thus, here again, the argument points to a division of the 
burden. The more sharply the demand is checked by a 
rise of price, the smaller the proportion of the tax which can 
be made to rest on consumers. The less the production is 
affected by reduction of profit, the greater the proportion of 
the burden which will rest on the producers. This con- 
clusion can be strengthened by following out the details of 
a similar examination of the effects of the removal of an 
export duty. Since the export duty is the converse of an 
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export bounty, the conclusion stated above in reference to 
that case is supported by this closer inquiry. 

It is to be noted, that the same kind of argument as has 
been applied to establish the fact of division of the burden 
of duties on import or export, and to indicate what influences 
the proportion in which the division of burden between 
producer and consumer takes place, will apply to the 
question of the division of the burden of other impediments 
to international exchange, chief of which is cost of carriage 
of goods from country to country. The reduction of this 
cost operates like the removal of a tax, its increase like an 
addition to a tax, on import or export. The technical 
advances, which have reduced freights so greatly during 
the past generation, have been equivalent to a general 
reduction of duties in all countries. Goods which could not 
have been profitably transported between distant places 
half a century ago make up a considerable part of the 
international commerce of the world to-day. Those who 
welcome the cheapness of transport generally, can, never- 
theless, be found advocating a system of taxation which 
aims at reimposing the obstacles to commerce which these 
technical improvements have removed. In the general 
discussion of the chief arguments for and against a protective 
system, it will be convenient to hold more directly in view 
the method of protection by means of import duties. It is 
the method most generally practised, and the other methods 
will hardly need a special consideration if the general nature 
of the argument is made clear by reference to these 
conditions. 

First, as to the contention that prices are not raised by 
import duties, the preceding examination of the case may be 
referred to as showing that the usual effect of such duties 
must be some elevation of price, above the level it would 
otherwise attain, and by a small or a large fraction of the 
duty imposed according to circumstances. If the existence 
of duties prevented the adoption of important economies in 
producing on a large scale, at some centre of production 
especially well situated, the price might be higher, by an 
amount greater than the duty, than it would otherwise be, 
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for, without the duty, the expenses of placing the goods on 
the market might be diminished both by the amount of 
the duty and by some saving in ordinary expenses of pro- 
duction in addition. On the other hand, the supply of the 
market from foreign sources may check the growth of a 
domestic industry to a magnitude at which it can realise the 
chief economies of large-scale production and marketing. 
Hence, though the immediate effect of an import duty may 
be a rise of price, its ultimate effect may be a fall of price, 
through the fostering of a domestic enterprise. This is the 
case which has attracted a great deal of attention, as one in 
which convinced free-traders admit the possibility of gain 
from a protective tariff of customs duties : it is the case of 
the " infant industry." The point where much of the argu- 
ment, as to the tendency of trade to run along the most 
advantageous lines, if left without interference, needs modi- 
fication, is in reference to the question of whether present or 
future advantage is in view. In the initiatory stages of 
industrial enterprises, they may present no certain prospect 
of profit, but rather of loss. If the same men, who bear the 
losses of the early stages, could reap the profits, when a 
profit-earning stage has been reached, the advantage of 
interference would disappear. But this is not generally the 
case. Hence some encouragement to the pioneers may be 
desirable. Various methods of affording such encourage- 
ment have been mentioned above. The mode now under 
consideration is to secure an elevation of price of the 
commodity concerned by hampering or preventing the 
importation of that commodity. 

That a rise of price is the real object of the imposition of 
import duties is clear enough, apart from the theoretic view 
as to the necessary tendency of such duties. If the price 
were not raised, the way would not be smoothed for the 
pioneer domestic producers. Subsequent reduction of price, 
when the industry gains strength, may arise from competition 
of these producers among themselves. Experience, however, 
shows that the price may be kept up, by some kind of mutual 
arrangement among producers, long after the domestic 
industry has been developed to a point where it can produce 
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economically, and can realise a living profit at a low price 
for the commodity produced. 

Hence, in considering the desirability of adopting this 
method, of encouraging infant industries by means of import 
duties, attention must be directed to such points as the 
following : Is the country really well adapted for the carrying 
on of the industry, if it were once established ? that is to say, 
is the actual neglect of the resources concerned due to their 
real lack of promise, or to the magnitude of the preliminary 
obstacles to be overcome in order to develop them ? There 
is the possibility that the capital and labour of the country 
may be diverted to enterprises which can by no possibility 
ever become worth carrying on for the sake of the profits 
they can yield of themselves. Hence, the suitability or 
necessity to the country of the industry, to which it is 
proposed to apply a protective tariff, needs to be assured if 
the interference with the freedom of enterprise is to be 
justified. Further, when the industry has secured a firm 
foothold, and is able to offer a reasonable prospect of profit 
without the import duty, the removal of the duty needs to be 
assured. This is a matter not easily secured, for vested 
interests grow up in connection with such a duty, and the 
industry may have attracted to itself more men and capital 
than can find profitable employment in it after the removal 
of the duty. In this latter case, whether reliance on the 
permanence of fiscal arrangements was reasonable or not, it 
will be made the basis of resistance to removal of duties. 

Should there be numerous industries in which such 
vested interests have grown up, during the operation of a 
protective tariff system, the opposition to the reduction or 
abandonment of any part of the system is likely to have the 
support, not merely of those directly affected at the moment, 
but also of any whose interests lie, or may in the future lie, 
in the continuance of duties after they have ceased to be 
necessary. 

These are not unimportant considerations, when applied 
to cases where the final gain, from the growth of an industry 
with tariff aid, is not very great compared with the burdens 
which must be placed on the community as the price of that 
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gain. The question of the capacity of the ruling authorities 
to select industries, to which to apply the protective tariff 
system, which both need it and are tolerably certain to prove 
a real advantage to the country, needs to be taken into 
account as well. If private interests are likely to have more 
influence, on the decision as to the commodities on which 
duties shall be placed and the amount of each duty, than the 
consideration of the public welfare, the advantages, which the 
system of protective duties might yield, would be in danger 
of being so mingled with serious disadvantages as to be 
purchased at a cost which would more than offset those 
advantages. 

Accepting the conclusion that, for a time, the price of a 
protected commodity is raised as a consequence of the 
protection, we must consider the effect on other interests 
of that rise of price. The outlay, on the protected article, 
of the average citizen, may be increased, unchanged, 
or diminished. In either of the two last cases, and perhaps 
in the first, he will have less of the goods, and will 
either seek to obtain similar satisfaction to that which they 
render him by the purchase of other goods, or have to endure 
the reduction in his satisfactions. If he purchase other goods 
in the place of those now too dear, he will pay more for equal 
satisfaction, unless we are to argue that he spent his means 
unintelligently before the duty was imposed, and spends them 
with greater wisdom afterwards. This may be so in some 
cases, but cannot be assumed as generally true. If, then, 
more must be spent on the satisfactions which the protected 
commodity can render, whether procured from its use or from 
the use of substitutes, less will be available for other outlay. 
Only in the case in which the raised price reduces the 
consumption so much that less is spent on the goods than 
formerly (and, pursuing the suggestion of the above, less on 
them and their substitutes together) will the amount avail- 
able for other expenditure be increased. 1 In this case, the 
decreased demand for the goods may well mean that the 

1 The terms of exchange of imports for exports may be modified as a result 
of duties or bounties on import or on export. The investigation of the results 
would follow lines briefly indicated at the end of Chapter XIII. 
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domestic producer, having captured the market for himself, 
finds the outlet for his goods as seriously limited by the high 
price as it was by competition of imported goods. 

The effect, on other industries, of the decrease of 
purchasing power available for exchange against their 
products, is in some cases serious. Thus, if, in a community 
where a large proportion of the people have barely more 
than enough to live on, the price of food is kept high through 
restriction of supplies from abroad by a high import duty, 
the producers of all the other goods which a prosperous 
people might buy find the market for those goods limited, 
owing to the small margin left after the purchase of the 
necessary supplies of food. Food accounts for half of the 
expenditure of large classes, and it is, therefore, clear that 
its price is a matter of prime importance to others than 
those most directly and obviously concerned. Moreover, the 
relation between the level of money-wages and the cost of 
living is of importance. If living is dear, wages must be 
higher than if living is cheap. This consideration does not 
entirely destroy the force of the preceding, for wages do not 
fall by as much as the cost of living when living becomes 
cheaper. Hence the wage -earning classes have a great 
immediate interest, and an important ultimate interest, in 
cheap food, while the employers of labour have a considerable 
apparent interest, and, indeed, a considerable real interest, in 
the cheapness of the food of those whom they employ. Thus 
the growing strength of opinion, in England, towards the 
middle of the nineteenth century, in favour of free trade in 
corn can be understood, apart from the pressure of famine 
which hastened the triumph of the policy of free trade. 
Employers of labour in the developing manufacturing 
industries of the country found their interests opposed to 
those of the land-owning classes, both as employers and as 
sellers of manufactured goods. They desired to produce 
goods at a low money cost, and to have a profitable demand 
for those goods at home as well as abroad. In England, at 
that time, protection meant import duties on food products, 
and that in spite of the long list of manufactured articles 
subject to duty. The real weight of the tariff lay in 
17 
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protection to agriculture. In comparing the strength of the 
sentiment in favour of free trade in England, at that time, 
and elsewhere at any time, this circumstance must be borne 
in mind. In Germany and the United States, for example, 
especially the latter, the weight of the protective tariff is 
found in the duties on manufactured articles. Hence the 
same argument cannot be applied to these cases, or will 
not apply with equal strength to conditions so essentially 
different. 

When considering the weight of the argument, for 
protection to industries at their nascent stage, in the light 
of experience, the industries of the United States, or some 
of them, are often referred to as demonstrating the power of 
protection to establish industries on a sound basis. Some of 
the previous remarks, as to the obstacles to the removal of 
tariffs when they have become unnecessary, and when they 
afford opportunity to maintain prices at a higher level than 
is needed for reasonable profit in the industries, or than 
would be maintained were imports free, an opportunity 
which is not neglected, may be held in mind with advantage. 
But, in addition to this, the obstacles to the growth of 
industries in localities favourable to them, in the active and 
unrestrained competition of well-established industries of the 
same class elsewhere, are seen not to be insurmountable. 
The internal development of the United States may afford 
some illustrations of the aid rendered to struggling industries 
by protection, but it also affords illustrations of the ability 
of industries to struggle through initial difficulties in the 
face of entire freedom of internal trade. The expense of 
transportation is the only obstacle to the competition of the 
industries of different parts of this vast territory against 
those of other parts. If the infant industries of the country 
needed, or need, protection against the established industries 
of Europe, how is it that infant industries in some states 
survive without protection against the established industries 
of other states ? The theoretical argument in favour of the 
protection of infant industries is worthy of careful attention, 
but needs discriminating application in the light of actual 
experience. 
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One point in the foregoing argument needs some further 
attention. It was urged that the action of the govern- 
ment in encouraging the development of special industries 
practically diverted to them capital and labour which would 
otherwise have found employment in other domestic 
industries. It was pointed out, in discussing the encourage- 
ment of enterprises, such as the construction of railways, by 
guaranteeing the interest on the capital invested, that such 
a guarantee might induce the investment in a country of 
capital which would not, otherwise, have been invested 
there. Similarly, the institution of an import duty on 
specified goods may induce the investment of capital in the 
production of such goods within the country, capital which, 
otherwise, would not have been invested in the country at all. 
There are instances where capital and labour have both been 
transferred to the protected area, attracted by the opportunity 
of profit thus presented. By this is meant that, in place of 
providing for renewals and extensions of appliances outside 
that area, the capital which would have been so used is 
employed in setting up new appliances within that area, and 
that labour of the required degree and quality of skill is 
attracted in the same way as the capital. A diversity of 
industry is thus secured within the protected area. To 
estimate the advantage obtained, we need to know how far 
this capital and labour would have been attracted, by the 
general industrial opportunities of the country in question, 
had the special industry not been rendered profitable through 
the operation of the tariff. This is difficult to determine in 
practice. So far as the dearness of the particular product is 
concerned, it forms a disadvantage to all industries in which 
it is a raw material, and indirectly raises prices of other 
goods, thus diminishing the real value of wages in so far as 
they are spent on goods whose price is affected. In 
producing for export, especially, such dearness is a disadvan- 
tage. The net advantage is what we are really concerned to 
know, but the gross advantage is the feature that attracts 
attention. 

If the industries of a country be allowed to develop freely, 
the resources which offer the greatest immediate profit will 



26o ECONOMIC PRINCIPLES 

be those principally developed. Thus, by exporting the 
products of the industries which depend on these resources, 
the exploitation of less productive resources will be 
restrained. Should the first class of resources be such as 
are exhausted by use, as in the case of mineral deposits, 
this exhaustion is encouraged by freedom of importation of 
other products. Were it made unnecessary to import such 
other products, the export of the exhaustible material of 
industry might be checked, to the ultimate gain of the country. 
This conservation of natural resources would be a reasonable 
policy. It must be remembered, however, that the con- 
ditions of industry change. What appears indispensable at 
one stage may be less so than is imagined, in virtue of the 
advance of scientific knowledge and technical skill, while, as 
has been already seen in another connection, there are not 
a few cases in which unsuspected sources of wealth are 
discovered, so that the exhaustion of those previously known 
loses some of its importance. This principle of the 
conservation of exhaustible sources of wealth must not be 
made the basis of an argument, in which the exports which 
are checked by restricting imports are dependent on 
renewable resources. In fact, while the contention is 
applicable to particular cases, it does not form an argument 
for indiscriminate reliance on protective duties. 

It is also urged that a policy of protection affords 
increased employment for labour and tends to raise wages. 
In so far as the level of wages depends on the effectiveness 
of labour, the attraction to industries in which labour is not 
effective enough to make them profitable without protection 
would appear to tend to the reduction of the general effect- 
iveness of the labour of the community, and thus to a re- 
duced average level of real wages. So far as the contention 
is based on the increase of home demand for goods of 
domestic production, through the exclusion of foreign goods, 
it must be remembered that the raising of the general level 
of cost of production, through this reduction of efficiency, 
must check the foreign demand for domestic products, and 
thus go far to offset any stimulation of home demand, if it 
do not more than offset it. The maintenance of free trade, 
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too, has not reduced the level of wages, in countries practising 
it, to that of low-wage competitors. Wages in England 
stand at a relatively high level, in spite of the unchecked 
admission of the products of countries with lower wage-rates. 
What such competition does stimulate is the rendering of 
labour cheap, but that is able to be done on a large scale 
by improvements in organisation and the introduction of 
efficient machinery. In fact, cheap labour and high wages 
are quite consistent. Products are not necessarily cheap 
because made by labour which earns low wages. Whether 
they are so or not depends on the nature of the product, and 
on the economy of organisation of the industry which pro- 
duces it. 

High nominal wages are said to necessitate protection 
for their maintenance. In so far as the preceding statements 
and arguments do not cover this contention, it may be ad- 
mitted that the abandonment of protection would reduce 
wages in some employments faster than it would reduce the 
cost of living. Perhaps this effect might be felt widely for a 
time. But the reduction of prices which would be effected, 
and which, when felt in some lines, operated as the cause 
tending to depress wages, would extend to lines where it 
would affect the purchasing power of wages, and thus tend 
to maintain real wages, though nominal wages were re- 
duced. The redistribution of industrial resources, following 
on the readjustment of relative values consequent on the 
abandonment of protective import duties, would involve a 
readjustment of wage-levels, so that some industries would 
experience a fall, others a rise, in real wages. The question 
at issue is whether the high nominal wages of specially 
favoured industries are worth the cost to the community 
which they involve. 

It will be seen that the strength of the case for protection 
is found in the desirability of developing some national 
resources not yet fully, if at all, exploited, and which will 
become a source of net wealth to the community when 
developed. However presented, in fact, the really sound 
economic arguments for protection are various presentations 
of the case for aiding infant industries, and unborn infants 
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with the rest. When a country has reached a stage of 
advanced industrial development, the difficulties attending 
the establishment of new industries are much less important 
than in countries whose industrial resources are at but an 
early stage of exploitation. Capital is usually abundant, and 
skill of all kinds is to be had at relatively moderate rates of 
remuneration. If varieties of skill are demanded which the 
country cannot supply, it is probable that a related kind of 
skill will be available, which, if combined with intelligence, 
can be adapted to the purpose in hand. Hence, the applic- 
ability of the infant industry plea to countries of advanced 
industrial development is not general. It has been already 
pointed out that, in putting it into practice, even where the 
conditions give it greatest presumptive applicability, great 
discrimination is necessary. 

The economic argument is not the only one which has 
weight in the controversy between the advocates of free 
trade and of protection. Questions of national strength 
must be given consideration as well as questions of national 
wealth. The former depends, in modern times at least, on 
the latter to a great extent. Yet there may be some 
industries, such as those engaged in the manufacture of 
munitions of war, including war-ships, the establishment of 
which within the country is a necessity, and in reference to 
which the fact that foreign supplies could generally be 
purchased cheaply would be assigned little weight. Some 
occupations which are related to the fighting strength of a 
nation have received special encouragement on that account. 
Thus, the fishing industry has, at some times and in some 
places, been fostered as a means of securing a kind of 
reserve from which ships of war could be supplied with 
crews, composed of suitable men not entirely strange to life 
on the sea. The encouragement of rural occupations has 
been similarly urged, as affording men of superior physical 
endurance for the army. These policies involve questions 
of fact and technical detail which make them somewhat 
unsuitable for discussion here. Another instance, where like 
considerations have been urged, is that of the supply of food 
to a population predominantly industrial. The danger of 
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interruption of food-supply in war time is one on which 
experts are not agreed. It may be remarked that, to pro- 
vide England with food, for her present population, from her 
own soil, would require a thoroughness of cultivation which 
would probably raise its cost very greatly. The choice 
must, apparently, be made between industrial development 
and an agricultural development such as would mean a 
great decrease of the value of the annual product of the 
nation. Whether the less expensive insurance against war 
dangers would be found in such a change in type of the 
dominant industry, or in the maintenance of a navy adequate 
to guard the avenues of commerce, is the question which 
needs an answer. In making these remarks, it is not sought 
to deny that advantage would probably arise from some 
scheme aiming at retaining more of the population in rural 
surroundings. But the scheme need not have a protective 
tariff as an essential feature. 

A brief reference will be sufficient to the view that a 
country suffers, by following a policy of free trade, because it 
is not met by a like policy on the part of its neighbours. It 
is true that, to realise the full advantages of international 
exchange, freedom from restriction on both sides would be 
needed. If it can be proved that freedom of trade is a net 
benefit to the country adopting it, its abandonment cannot 
cease to be a loss because the amount of that net benefit was 
smaller than it might have been under reciprocal free trade. 
To have freight charges reduced to a negligible amount 
would be an advantage, but it would be unreasonable to 
establish a system of import duties as a defence against the 
fact that transportation involves expense. Yet the imposi- 
tion of a tariff, because a corresponding impediment to 
exchange is interposed by other governments, would be a 
not unlike proceeding to that named. 

If, however, the contention is that, by imposing duties, a 
bargain for their abolition by mutual agreement is facilitated, 
a different case is presented. If this policy of retaliation be 
judged by its practical results, it will not appeal with 
convincing force. 

One feature in connection with it, however, may 
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be named as bringing out another of the arguments 
advanced on the side of protection. It is that import duties 
are necessary, to secure a steady market for domestic 
producers, when protection is the policy of powerful 
industrial nations. These nations exclude from their markets 
certain classes of products, and their domestic output of 
these products is swollen to the extent of the requirements 
of their domestic markets at normal, or even to those of 
busy, times. When the home demand falls off, the price in 
the domestic market is not correspondingly reduced, neither 
is the output reduced in proportion to the reduction of 
domestic requirements. The excess, which is not absorbed 
by the home demand, is exported, and may be sold at a 
price as low as its prime cost of production (see p. 59) 
without involving actual loss to its producers. The country 
which, while producing such goods for itself, has no duty 
on their importation, offers a favourable market, and its 
producers are liable to find themselves undersold at such 
times. To any reduction of the profitableness of their 
business which dull times may bring, is added the ruinous 
competition of the surplus produce of a protected neighbour. 
The neighbour's import duty checks them from competing 
in his home market, and thus, by forcing prices down there, 
reducing the inducement to slaughter a surplus elsewhere. 
Were an import duty in existence in this second country, 
the offer of goods in its market at the equivalent of the 
prime cost to their neighbours, with cost of carriage added, 
would be restrained, since it would involve a positive loss 
of the amount of the duty. If the uncertainties of a business, 
under the conditions considered in the absence of a duty, 
induce producers to abandon their enterprise, the result to 
the consumers in this second country will be that, when the 
neighbour has an active home demand, they will only get 
supplies at a high price, and when he has a slack home 
demand, they may get them at a low price. May not a steady, 
or fairly steady, price, even if higher than would be maintained 
in the absence of a duty on the goods, be preferable to, and 
not more burdensome than, such a fluctuating supply and 
price ? Further, can such a state of things be secured ? 
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The case presented above is that of a country 
offering a practically sole convenient market for the excess 
of the products of other countries over their temporary 
domestic requirements. It is frequently assumed, in pre- 
senting this case, that it is profitable to provide appliances 
capable of meeting the full demand of active trade, and, in 
dull times, to have them idle or producing goods which 
cannot be sold for the total cost of their production. It is 
true that the increase of appliances for production is often 
determined by exaggerated estimates of future demand, and 
that the situation considered is thus brought about. The 
degree of instability of supply and price which results will 
be dependent on the relative industrial strength of the two 
nations considered, so that the force of the plea for protection 
varies also. 

One further consideration may be alluded to. It is that 
the danger of stagnation is reduced where the stimulus 
of competition from' foreign producers, as well as from 
compatriots and neighbours, is applied. Where there is the 
ability to meet such competition, its effect is not wholly 
depressing. Difficulties which can be surmounted, and 
which are not vexatiously interposed, are not likely to be 
fatally discouraging. The confidence that exertion is 
superfluous is one of the influences tending to reduce the 
power of effective exertion. The call for constant watchful- 
ness, and for the exercise of persistent ingenuity, to meet 
the competition of other countries in neutral markets, needs 
sometimes to be emphasised by the realisation that the 
home market is not unassailable. England owes not a little 
of her present industrial strength, and may owe more in the 
future, to the healthy operation of this competitive stimulus. 
Tacit or explicit agreements may remove the necessity for 
strenuous exertion to meet the competition of home 
producers in home markets, but such agreements are less 
readily made when foreign producers are in question. This 
consideration is becoming of increasing importance as the 
aggregation of businesses under a unified management 
becomes more prevalent. 

Before concluding the chapter, it is necessary to point 
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out that the conception of free trade does not involve the 
absence of all import duties. The spirit of the policy may 
prevail even where many such duties exist. In some 
circumstances, it may appear desirable to raise public 
revenue by means of duties on imports, rather than to adopt 
any other means. When this is done, the rule of " an equal 
field to all " is not transgressed when the goods on which the 
duties are imposed are not produced in the taxing country. 
If the local circumstances render them incapable of being 
produced there, or only at an extravagant expense, the rule 
is obviously not transgressed, for no producer is put on a 
better footing than others. If the goods be produced in the 
country, and an excise duty, equivalent to that imposed on 
imports, be levied on the domestic product, the same holds. 
The former case is illustrated, in the English system, by 
tea or coffee, the latter by spirits. These are, practically, 
charged with consumption duties, levied as import duties, or 
as import and excise duties combined. 

The circumstances may render the levy of such excises 
impracticable, and yet practical exigencies may demand that 
revenue be raised by means of duties on imports. These 
duties are, under the conditions considered, necessarily 
protective whenever levied on goods similar to domestic 
products. A revenue duty should be at, or below, 1 the rate 
which yields the greatest revenue obtainable: a protective 
duty would preferably be made so much heavier than this 
as to check the importation of the taxed goods, even though 
revenue were seriously diminished as a result. If, then, the 
rates charged, and the commodities selected for taxation, 
are arranged so as to give the maximum of revenue with the 
least difficulty possible, the general purpose of the tariff as 
a revenue tariff will be clear, and its incidental protective 
features, though they may be injurious, will be accepted as 
due to fiscal exigencies rather than to a particular industrial 
policy. 

1 Below, so as to permit of ready increase of revenue, in case of need. 



CHAPTER XVII 
GOVERNMENT INTERFERENCE : TAXATION 

THE discussion of the desirability of a protective system 
is, in strictness, only one part of a general enquiry 
into the relations of the government of a country to its 
industry and trade. What kind and degree of interference 
with private enterprise in the development of the resources 
of a country is desirable? This is a subject of too great 
scope to be handled within the limits of this chapter, so that 
the reference to it will be confined to a few general considera- 
tions. The broad principle, that those whose livelihood 
depends on their success in discovering, and putting into 
practice, the best forms of industrial organisation and the 
most profitable resources to which to apply their energies, 
are the more likely to succeed the less they are interfered 
with by officials of the government, may be accepted as a 
starting-point. So far as it applies, it rests on the reasonable 
assumption that men will jdo more to secure gain or avoid 
loss for themselves, than to benefit, or to protect from injury, 
the community of which they form part. Consequently they 
are more likely to discover for themselves what offers the 
best prospect of profit, how values may be produced sufficient 
to more than offset the expenses of production, than are the 
officials, who act on behalf of the government, to discover it 
for them. 

But the private advantage of one individual may be 
secured only at the cost of injury to others, and those others 
may be incapable of judging of their own best interests. 
Those who are injured, too, may not suffer, as individuals, an 
injury of sufficient importance to warrant making the effort 
to ward off that injury. The interests of all those injured 
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may be of an importance far outweighing the correlative 
advantage secured by those who gain ; common action, by 
voluntary co-operation to resist the infliction of the injury, 
may not be capable of being secured in any other way than 
by action of the government on behalf of the majority of 
the governed. There are, too, not a few cases in which the 
assumption that individuals know best what is to their interest 
is obviously not justified by the facts of the case. 

An illustration of the latter point is afforded by the case of 
the insane and feeble-minded. To permit such persons to 
exercise liberty of contract would be to give them the right 
of inflicting injury on themselves, and on others, without any 
counterbalancing advantage. The position of children is an 
even better illustration of the desirability of limiting freedom 
in some cases. Children are incapable of judging the effects 
of acts, and are also, in general, subject to the influence of 
others whose interests conflict with those of the children. 
Restraint on the acts of children may, therefore, be econom- 
ically justifiable because they lack the power of sound 
judgment as to the adaptation of means to ends, and may 
be expected to use unrestrained liberty to their own hurt. 
Further, restraint on the acts of parents or guardians in 
reference to children is often justifiable, on the ground that 
the acts of such parents or guardians are apt to be dictated 
by considerations of apparent present advantage, and that the 
advantage they seek is their own rather than that of the 
children in too many cases. The interests of the community 
are concerned with the future of the children quite as much 
as their present or that of their parents or guardians, and 
interference in that behalf is likely to yield a balance of 
advantage where similar interference with adults, on their own 
behalf, would be inexpedient. 

Such interference often takes the form of requiring the 
child to devote its time to education, instead of to industrial 
employment, until the attainment of a certain specified age. 
This limits the freedom, not only of children, but of parents 
and of employers. Present product is sacrificed in the hope of 
securing a largely increased productive efficiency in the future. 
Wealth is consumed in producing an instructed populace 
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instead of a greater volume of the material means of produc- 
tion. This is certainly a fundamental breach of the principle 
of non-interference, but experience shows that the end 
sought could not be secured without such interference, since 
parents in general do not sufficiently realise the value to 
their children of an adequate education, or are unable or un- 
willing to make voluntarily the sacrifices needed to procure 
it for their children. 

The same reasons, which justify interference on behalf of 
children may be applied to the case of women engaged in 
industry. In respect to hours and conditions of employment, 
restrictions are commonly imposed where women and 
children are concerned. 

In other cases, there exist natural hindrances, to real 
freedom of contract, of a somewhat different character to 
those which affect persons whose age implies a lack of 
knowledge and judgment in regard to the nature of the 
contract, or whose age or sex implies subjection to the 
dictation of others in regard to the contracts entered into. 
This case may be illustrated by the provision of English law 
in regard to dwellings let at rentals below specified limits. 
It is assumed that the contract includes an undertaking on 
the part of the person from whom the dwelling is hired that 
it is fit for habitation. In view of the incapacity of most 
hirers of houses to judge of such matters as the soundness 
of plumbing which cannot be seen, and of other matters of 
which use alone affords a basis of judgment, and of the fact 
that the contract of hire precedes the use which can reveal 
defects, the imposition of an obligation to maintain a reason- 
able standard in such matters seems not to interfere with real 
freedom of contract. A contract, as to important terms of 
which one of the parties to it is necessarily ignorant, does not 
possess the characteristics which establish a claim to allow its 
adjustment to be settled by the parties directly concerned, 
without interference. Moreover, in the case selected for 
illustration, another feature calls for attention, exemplifying 
a further class of cases where restrictions on freedom of 
individual contract are defensible. Though the owner and 
hirer of a house are the persons most directly concerned in 
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questions relating to the construction of the building, the 
neighbours, or the entire district surrounding it, would be 
liable to be affected by any serious defect in construction 
likely to constitute it a centre at which infectious disease 
might develop, and from which it might be propagated 
among innocent persons. To all intents and purposes these 
become parties to the contract, and may claim to insert in it 
provisions securing them from injury, and to exercise super- 
vision, as to the protection of their interest, through the local 
government authorities of their district. 

One further point may also be illustrated by reference to 
this same example. There are not a few cases in which 
a society may benefit if all its members follow a certain 
line of action, while such action on the part of isolated 
members of the society, the rest neglecting to co-operate, 
would not yield sufficient advantage to justify the expense 
or trouble involved. The cleansing of city streets is a case 
in point. If each of the inhabitants of a street cleanses the 
portion in front of his premises, the whole street gains at a 
trifling cost to each. If only one here and there takes such 
action, the neglect of his neighbours almost nullifies the 
advantage resulting from his effort or outlay. An ordinance, 
compelling each to care for his own share of the work, would 
secure to each sufficient advantage to warrant his outlay, 
if all the others were compelled to do their shares. But the 
same end may be attained, perhaps at less cost and with 
greater efficiency, if each contributes to the cost of the 
necessary cleansing, and the cleansing is carried out by 
contract or by a department of the local government. Since 
the loss to an individual who neglected to do his share of 
the work, or cause it to be done, would be small in case his 
neighbours all attended to their shares, compulsion may be 
necessary to secure to all the advantages of uniform action. 
This last instance illustrates a considerable class of cases in 
which the advantage of the community is best secured by 
common action through a government agency. When each 
would gain from a certain line of expenditure more than the 
equivalent of his share of the cost, while none would gain 
so much as to make it worth their while to undertake the 
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expenditure on their own account, government enterprise 
finds its justification. Sometimes this principle is extended, 
and a balance of general gain, over the cost involved, is 
considered a sufficient justification for compulsion, of even 
large minorities, to share in an enterprise which benefits 
them less than the equivalent of their share of the cost. 

It is not proposed to discuss here what line should be 
drawn between the fields of private and public enterprise. 
The relative efficiency of public enterprise, at any time or 
place, is an important factor in determining where that line 
should be drawn. It is sufficient for our present purpose 
to be able to recognise that there is a considerable range of 
services, and some commodities, which are provided by 
government enterprise, and that other government action is 
desirable in the general interest. Government control or 
supervision implies expense, and this expense needs to 
be met by an income. Though the province of government 
action were confined to administration, defence, police and 
justice, provision and maintenance of highways and sewers, 
and the lighting of the streets, a considerable public revenue 
would be required. When there is included a water supply, 
public libraries, museums and parks, and public schools, 
even if the larger field of street tramways, gas and electricity 
supply and the like, be not covered, the services of the agents 
of the government afford a far from insignificant part of 
the satisfactions purchased by the average citizen in exchange 
for his money income. 

In some cases, as with a gas supply, for example, the 
mode of exacting payment may be the same whether the 
supply is provided by public or private enterprise, namely, 
through the agency of a price for the commodity. The 
determination of this price will, however, not necessarily be 
the same in the two cases. Even if there be not the 
distinction between private enterprises competing with each 
other and a government monopoly, the point at which the 
price will be fixed may be different. The difference may, 
of course, be due to a difference in efficiency of the two 
forms of enterprise. But, putting this aside, as capable of 
separate examination, the private monopolist may aim 
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purely at securing the greatest money surplus of income 
over expenditure : the public monopoly may be administered 
either with this same end, or with the end of yielding its 
advantage partly in the provision of a supply on cheaper 
terms, and only partly, if at all, in the net income yielded 
by the enterprise. It is maintained by some that the price 
should be arranged so that the profit, over and above the 
interest on borrowed capital, should be maintained at a 
figure closely approximating to zero. It is to be observed 
that the whole community, in such a case, takes the risks of 
loss associated with the enterprise, while, when this last 
policy is followed, only those members of the community 
who consume the product in question share in the advantages 
of the enterprise. If the policy sometimes advocated, of 
providing, by public enterprise, commodities like tramway 
services at prices below their cost, be followed, there is 
afforded a more extreme instance of placing the burden of 
cost on one body of individuals, and giving the advantages 
purchased to another body. The latter body only comprises 
a part of the former, and may include many who do not 
share in the risk and expense. 

When we turn to other classes of public services, other 
principles of sharing the expense may be adopted. In such 
a case as street cleansing and lighting, it might be argued 
that the sharing of expenses should be in the same pro- 
portion as in the case of requiring each householder to do 
his own share of the work, or to cause it to be done. The 
street area immediately adjoining the property owned or 
occupied by any citizen (we do not stay here to inquire 
whether ownership or occupancy should be the test) would 
then form the measure of the charge imposed on that 
citizen in respect of such services. 

But the interests of each in matters of this kind are not 
wholly gauged by such a measure. In the case of water- 
supply, for example, it is, for some purposes, desirable to 
impose a charge of the nature of an ordinary price for the 
supply. But the community is also concerned to secure 
that an adequate supply of water shall be given to, and used 
by, its poorer members. The charge by quantity used may 
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restrict the use of water for sanitary purposes, and thus the 
ends in view may be better served if the supply is not 
afforded on a basis of price, with a reduction for supply on 
a large scale. In fact, large users may find it to their real 
advantage to pay at a higher rate for their supply than is 
charged to the inhabitants of the overcrowded dwellings of 
the poor. 

In the matter of other government services, such as those 
of the police, general defence and the like, no measure of the 
amount of service rendered to each can be applied, and thus 
no price in the ordinary sense can be fixed for these services. 
The distribution of such charges has to be determined. In 
other words, not merely are land, labour, capital, etc., 
claimants for a distributive share in the annual available 
output of wealth in the community, but the government is 
also a claimant, in respect of the expense of rendering 
services which are not paid for in prices charged for the 
services or products yielded. This share of the government 
is claimed and yielded in the form of taxation, and the 
problem now before us is to consider how the burden of 
taxation ought to be distributed, for here it is a case of what 
ought to be, rather than, as in the case of ordinary prices, what 
results from the action of the forces known to be in operation. 

The problem of equity in taxation has two sides. The 
one is the determination of what aggregate amount of 
taxation each individual ought to be called on to bear. The 
other is the consideration of the distribution of burden 
brought about by specific forms of taxation, so as to choose 
such forms, and to use those forms in such degrees, as to 
yield that distribution which has been determined on as 
equitable. A connected question is that of the proper limits 
of government services for which taxation is to provide the 
means of covering the expense. How much government 
services the community can afford is a question of the same 
order as how much food a citizen can afford. The restriction 
of expenditure on government services to such limits as are 
reasonable, in view of the total resources of the community 
available for all purposes, is obviously as worthy of attention 
as the mode of providing for such expenditure. 
18 
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In dealing with the first of the aspects of equity in taxa- 
tion, named above, it is to be remembered that, in modern 
social conditions, the services of government are a matter 
of prime necessity to every citizen. The wealth he owns, 
the revenue he enjoys, even life itself, depend on efficient 
administration of well-devised laws. The total utility, then, 
of the services of the government to the citizen is measurable 
only by the total of his possessions, which are secured to him 
through the operations of the organs of the government. 
But, as in reference to the necessaries of physical life, it is 
their marginal utility rather than their total utility which is 
the measure of what is given for them, so, in reference to 
these necessaries of social life, the relative importance to 
different persons will correspond to the marginal utility of 
the services of government to each. This same conception, 
extended to cover the aggregate of citizens, gives a standard 
by which to judge of the point raised at the end of the last 
paragraph, namely, the amount which it is reasonable for a 
society to devote to government expenditures. 

The view has sometimes been supposed to commend 
itself, that a fair contribution to taxation is secured when 
all citizens pay equally. As each owes everything he has 
to what the government represents, in the maintenance of 
law and order and in security from external violence, each 
pays justly when each pays equally with his neighbours. 
This would certainly be reasonable if all citizens were roughly 
equal in wealth, or in revenue, or both. In any state of 
society where wealth is distributed with approximate equality, 
the services or payments, required for the general ends of 
the society as an aggregate, would be equal from each 
member of the society. But where wealth is distributed 
unequally, there is a consciousness of inequality in such 
equal distribution! of public burdens. Whether clearly 
conceived, or only operative as a vague idea, the differences 
in the marginal utility of the services of government are felt 
to make equality of burdens, in the sense here described, an 
unjust distribution of those burdens. 

In passing, it may be observed that the suggestion is 
sometimes urged that the recipient of government services 
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on a wholesale scale might fairly receive some reduction of 
charge, as compared with others. Further, the owner of 
great wealth sometimes does much to secure for himself, at 
his own cost, the guarantees of peaceable enjoyment which 
are provided for others by general expenditure on government 
services. Might not this entitle such wealthy men to make 
a smaller contribution than the amount of their wealth would 
otherwise require? So far as a satisfactory solution is 
possible, it is suggested that the same test, of the marginal 
utility of government services, does not give any general 
support to these proposals. 

Passing from that conception of equity in taxation which 
finds it in equal contributions by each of the contributors, 
we find it suggested that each is bearing his just burden 
when each pays in accordance with his ability, that is his 
power to bear tax burdens without being crushed by them. 
This test, again, is not easy to apply without some 
satisfactory conception of how the ability to bear burdens is 
to be measured. Shall wealth be the measure, or revenue ? 
Or, shall the test of equality of burdens be afforded by 
considering the sacrifices involved in bearing them? This 
last test, that equality of burdens means equality of sacrifice 
imposed in their support, seems the most satisfactory, but 
requires some further examination. We have already dis- 
posed of the idea that, when wealth is unequally distributed, 
equal amounts of tax burden mean equal sacrifices for all. 
The next proposal to consider is that the principle of equal 
sacrifice leads to taxation in proportion to wealth or revenue. 
The latter, revenue, rather than the former, wealth, is the 
better test when equal revenues are derived from unequal 
amounts of wealth, and, in any case, in view of the fact that 
large amounts of revenue are received as the reward of 
personal service, wealth and revenue have to be compared in 
some way as indices of tax-bearing power. To estimate 
wealth according to the revenue it yields, and deal with 
revenue alone as the measure of taxable ability, is the best 
method. As taxes are recurring payments, in the main, they 
are properly considered in relation to revenue rather than to 
the capital or other source of revenue. In exceptional cases 
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special tax levies may be needed for purposes of non-recur- 
ring expenditure, and the distribution of the burden of such 
levies may properly take accumulated wealth into considera- 
tion, as affording a measure for justice in its allocation. 

Does the distribution of tax burdens in proportion to the 
incomes of tax-payers realise equality of sacrifice ? In one 
point the general answer has been in the negative. The 
poorest class of the community may, by such a sacrifice, be 
made to seriously trench on the necessaries for efficiency, or 
even for existence itself, while the rich sacrifice at most some 
part of the funds which would have procured additional 
luxuries, not reducing in any perceptible degree their 
productive efficiency. Further, if the society have any such 
institution as that of relief of the indigent poor from public 
funds, to impose burdens by taxation may do little more 
than create the need for assistance from such public funds, 
so far as members of the poorest class are concerned. Other 
questions of public policy, as well as considerations of 
justice, therefore, require some modification of the rule of 
proportionality of taxation to revenue. The minimum 
necessaries for existence, if not for efficiency, should be 
untouched by taxation. This modification gives the 
practical test of equity in the form that the tax burden 
ought to be proportional to revenue, but that, where 
revenues are below a certain minimum, there should be 
exemption from taxation. This rule, however, introduces 
obvious inequity at the margin where exemption ends and 
taxation begins. Moreover, if it be only an excess of 
revenue over what suffices to provide for the necessaries of 
life which indicates an ability to bear taxation, should not 
that excess, rather than the whole revenue, be the measure 
of the just tax burden ? 

The further suggestion has recently been made that, in 
place of a single minimum of exempted revenue, there are, 
properly speaking, corresponding amounts of revenue for 
various grades of society. In the case of the smaller 
incomes, the necessaries, the provision for which is the basis 
of claim for, and the measure of, exemption from taxation, 
are necessaries of physical existence almost exclusively : as 



GOVERNMENT INTERFERENCE : TAXATION 277 

incomes increase, there is a corresponding expenditure, on a 
larger scale, needed for the maintenance of efficiency, and 
the amount of such expenditure grows as revenue grows, in 
general, reaching, perhaps, a maximum, but this maximum 
will be likely to be far in excess of the minimum. 

May not the claim be made for a deduction of such a 
varying amount, to provide for necessaries, before taking 
income as the measure of tax-bearing power for all grades 
of income? If the claim be admitted, then the equitable 
share of taxation falling on any tax-payer will be propor- 
tioned to the remainder of his income after the deduction, 
from its total amount, of the allowance for maintenance 
proper to an income of that magnitude. 

The admission of the propriety of proportioning taxation 
to something less than the full income practically leads to a 
claim that taxation may properly be, not proportional, but 
progressive, for the method of deduction here considered, 
though given the name of degressive taxation, may be 
adapted to produce just such results as may be obtained by 
making taxation bear a constantly greater proportion to 
revenue as the amount of revenue increases. To secure this 
by the degressive method, it is only necessary that the 
deduction allowed should represent a smaller percentage for 
large than for small incomes. 

The general ground of the claim for progressive taxation 
is found in the belief that the sacrifice of the same percent- 
age of incomes of all sizes involves a larger sacrifice for 
possessors of small incomes than for those whose incomes 
are large. The degree in which the sacrifices differ is, 
however, not easy to determine, and proposals for progress- 
ive rates of taxation are necessarily lacking in definiteness, 
so long as some basis for the rate and limits of progression 
is not provided. The form of application of the progressive 
principle above sketched offers more security for the recog- 
nition of reasonable limits, than the simple progression of 
rates of tax as incomes increase by stipulated stages. The 
reduction of the degree of arbitrariness in the application of 
the principle removes an obstacle from the consideration of 
the principle on its merits. 
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It is to be noted that the above outline discussion deals 
with the proper measure, or test, of just distribution of tax 
burdens as a whole, not with the lines along which specific 
taxes should be designed. The most satisfactory conception, 
though one not easy to reduce to practical application, is 
that the marginal cost, to the tax-payer, of the government 
services for which taxation pays, should correspond with the 
marginal utility to him of government services. The 
compulsory nature of tax payments would, in that case, be 
matter of form rather than an element modifying the 
relation of cost to value. Now the marginal utility of his 
disposable resources, say of money for convenience, to any 
citizen tends to be the same for all lines of expenditure, for 
otherwise advantage would be realised by the transference 
of some part of the outlay from one line to another. The 
reduction of income freely disposable must raise the marginal 
utility of that which is left. If the changes of marginal 
utility, for different grades of magnitude of income, due to 
the devotion of a part of income to the payment of taxes, 
are such as to raise the marginal utility in greater proportion 
in some cases than in others, the desired equality of sacrifice 
is not secured. In view of the fact that, of large incomes, a 
larger part is commonly devoted to non-necessary expendi- 
ture than is the case with small incomes, it is probable that 
the rise of marginal utility proceeds at a slower rate, for 
equal percentages of reduction of income, in the former than 
in the latter class of incomes. If this be so, it will be a 
ground for a larger percentage levy on large than on small 
incomes. The degree of the increase in percentage, however, 
will not be proportional to the magnitude of the total 
income, and may be very much less than proportional to it. 
If taxation were so distributed as to leave unchanged the 
proportions of the marginal utility of money to the recipients 
of incomes of different magnitudes, the tax system might be 
said to involve no redistribution of property as an incident 
to the raising of the revenue needed to cover government 
outlay. It would, however, have the result of dictating the 
kind of satisfactions available to each as the equivalent of the 
tax payments, and this consideration may serve to indicate an 
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important reason for extending the range of services, for 
which payment is made in this fashion, only with great 
reserve. From the point of view of tax-payers, as already 
indicated, the question of importance which would remain 
would be whether the marginal utility of government services 
was sufficiently high to warrant the extent of deduction from 
private incomes needed to cover their cost. Further, the 
extension of the principle, of providing through government 
action for needs which can be satisfactorily met by private 
enterprise, needs to be justified on these grounds, if payment 
is to be made by a tax, and not wholly by a charge of the 
general nature of a price. As the sphere of government 
activity is extended, there is considerable risk of the inclusion 
of services notably more necessary to some sections of the 
governed than to others, and not essential to some. The 
ground for making the payment take the shape of a tax may 
be, either that the payment covers services which are essential 
to the general welfare, and the allocation of the specific bene- 
fits of which, among the participators in those benefits, 
cannot be made ; or, that the benefits accrue to all in pro- 
portions which make their value to each tax-payer correspond 
to his payment in respect of them. This last phrase may be 
taken to mean that the extent by which taxes must be 
increased, to cover the outlay incurred in connection with 
the rendering of a particular class of services by the govern- 
ment, may be regarded as the tax payment in respect of those 
services. 

Where it is deemed desirable to secure, through the 
action of government, benefits for particular sections of the 
community, and a satisfactory measure of the services re- 
ceived can be devised, the form of payment by a price set 
on the services, sufficient to entirely cover their cost, would 
be more just than payment through general taxation. 
Where special classes benefit in special degrees not easily 
or precisely measureable, a greater burden of taxation on 
those benefited than on others would be in the direction of 
justice. In some cases a compromise may be desirable, as 
indicated earlier in this, and in the preceding, chapter, by 
which the supply of government services should be rendered 
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in return for a price not fully covering their cost, the balance 
of cost being covered by general taxation in recognition of a 
substantial general benefit accruing from the rendering of 
such services to special sections or classes of the community. 
It remains to consider by what means the distribution of 
taxation can be made to correspond to the conceptions of 
equity which may be entertained. For that purpose attention 
must be given to the mode in which different interests are 
affected by each of the chief classes of taxes. 



CHAPTER XVIII 
THE INCIDENCE OF TAXATION 

IT may be pointed out that taxes are paid by persons, 
not by things. When we speak of the taxation of 
goods, we mean that a tax is placed on some person or 
persons having dealings or relations with those goods, the 
amount of the tax being connected with the amount of 
the goods and the relation of the person to the goods. 
Thus, when an annual tax is collected from (say) owners 
of land or houses, the amount of the tax being pro- 
portioned to the capital value of, or to the annual revenue 
derived from, the land or houses, we commonly call such a 
tax by the name of a tax on the land or houses. This 
property, however, serves as the measure of the amount of 
tax which is levied on persons whose relation to the property 
is that of ownership. So with other varieties of taxation of 
commodities. The form of the tax must not hide the fact 
that the real interest of taxation is a personal interest, and 
the question which is of importance is whether each citizen 
bears his just share of the common burdens, rather than in 
what manner that share is secured from him, except in so far 
as the irksomeness of the tax burden may vary with the 
manner of its levy. Nevertheless, seeing that the total 
amount collected from any tax-payer must necessarily depend 
on the forms of taxation which are employed, it is very far 
from being a matter of indifference what those forms may be. 
There is one feature, connected with the selection of forms 
of taxation, which is of very great importance in this connec- 
tion. It is that the tax may be collected from one person 
and its pressure be really made to rest on another. This 
has already received some illustration in the discussion of 
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import and export duties (see p. 249, et seq.). In the case 
of a duty on tea imported into the country, it is somewhat 
obvious that the importer pays the duty, but that he has no 
intention of bearing the burden. He expects, and, speaking 
generally, contrives to pass on the charge to those to whom 
he sells, who pass it on in turn till the final resting-place of 
the burden of the tax is on the consumer. Some increase of 
the burden is, in fact, generally produced in such a course of 
transference from one to another. None of the dealers who 
advance, or become responsible for, the duty do so gratuit- 
ously, and the charges, made as a recompense for making 
such advances, are added to the burden which the duty 
imposes on the consumer. In distinguishing between the 
original person who pays a tax and those who finally bear 
the burden, it is convenient to refer to the former by speaking 
of the impact of the tax, the latter by speaking of its ultimate 
incidence. The incidence may or may not differ from the 
impact. Where it does differ the tax is called an indirect 
one, where it is the same the tax is called direct, as the levy 
is then made directly from the person who ultimately bears 
the burden of the tax. The problems connected with the 
determination of the real incidence of various forms of taxa- 
tion are among the most difficult problems of economics. 
We shall only consider some of the most general features of 
this class of problems. 

It is useful to examine generally the effect of taxation 
of the chief forms of income, namely, rent, interest, wages, 
profits. The mode of levying such taxes is of great import- 
ance in determining their results, but we shall, for the purposes 
of this discussion, assume that the taxes are levied separately 
and distinctly on these constituents of income. Take first 
the case of taxes on rent. Inasmuch as the amount of rent 
is not, as was seen when it was discussed (see Chapter VII.), a 
cause of high or low price for the commodity in whose pro- 
duction the rent-yielding agent is employed, a tax on rent is 
not an influence affecting that price. If the government, for 
example, claim ten per cent, of rent, that fact does not 
influence the total of the rent or the supply of the commodity 
concerned. This latter is, presumably, already arranged on 
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a basis calculated to yield a rent larger in the aggregate than 
either a less or greater supply would yield. If that be so, 
then ninety per cent, of the rent is also greater for that scale 
of supply than that same percentage would be for any other 
scale, whether larger or smaller. Consequently, the incidence 
of such a tax is on the receivers of rents. The total rent 
yielded is unchanged, but the proprietors of rent-yielding 
property receive only ninety per cent, of the amount instead 
of the whole. They cannot improve their position by modi- 
fying the total rent-yield, for anything which would add to 
it would have been a source of gain independent of the tax, 
and cannot, therefore, be brought into existence by the 
introduction of the tax. If they adopt changes lowering the 
total rent-yield, they will thereby lower their share, viz., ninety 
per cent, of that total. Thus the burden of a tax on rent 
cannot be shifted. This applies to true rents of all kinds, 
whether derived from land-ownership, monopoly rights, or 
other sources. It applies in part, too, to quasi-rents, though 
the duration of the conditions which give rise to the quasi- 
rents is modifiable as a result of such taxation of rents. 

The taxation of interest stands on a very different footing. 
It reduces the yield due to ownership of capital, and thus in- 
fluences the supply of capital. There is reason for believing 
that the lowering of the net yield rendered by capital to its 
owner would discourage accumulation, and thus reduce the 
volume of the supplies of new capital. This reduction of 
volume would modify the marginal productivity of capital, 
for the application of capital to some of the less productive 
purposes would be restrained by the scantier volume of new 
supplies. Thus the marginal productivity of capital would 
be raised in a way which reduced the total productivity of 
industry. This rise of marginal productivity would cor- 
respond to a higher loan-value of capital, and thus, at any rate 
in part, the burden of the tax would be shifted from the 
owner of capital to its users. This shifting would, in the 
course of time, transfer the burdens to the consumers of the 
commodities in the production of which capital is employed, 
that is, practically remove the burden of the tax, on the 
revenue yielded by capital, to the consumers of goods. It is 
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not contended that no part of the burden would remain on 
the owners of capital as such, or that, as consumers, they 
would not bear some part of the diffused burden, but that 
the chief part of the tax placed on owners of capital, as 
receivers of interest, would not permanently remain on that 
class of the community. 

It is further to be noted that, if the tax on interest do not 
fall equally on the interest yield of all kinds of capital, there 
will result a preferential investment of capital in forms which 
escape taxation, and an avoidance of taxed forms. This will 
tend to lower the marginal productivity of untaxed forms of 
capital and raise that of the taxed forms, till the net yield to 
the owners approaches equality. Further, if land, and the 
revenues from land ownership, remained unaffected by a tax 
which fell on revenues from capital, and no corresponding 
burden were placed on the revenues from land, land values 
would rise relative to capital, and the ownership of land would 
gain in attractiveness from the investment point of view, so 
long as the rise of its value had not counterbalanced the free- 
dom from taxation of the revenues derived from it. Inasmuch 
as it is practically impossible to subject to equal taxation the 
revenues from trade capital, estimated in money, and those 
derived from the use of consumption capital, which are, for the 
most part, not estimated in that form, the effect of taxes on 
interest might be, in part, to encourage the creation and 
ownership of consumption capital rather than of trade capital. 

Taxation of interest must, in practice, take the form of 
taxation of revenues derived from the ownership of capital, 
and is likely, therefore, to touch some other classes of revenue 
in addition to interest. In the degree in which this occurs, 
the practical problem is but partly covered by the above 
considerations. 

The particular class of revenue most likely to be included 
with interest is the remuneration for risk-taking. In so far 
as a reduction, in the gains derivable from undertaking the 
risks of industrial and other business operations, would 
operate to diminish the willingness of owners of capital to 
accept the risks, the taxation of profits would tend to divert 
capital and enterprise to the less risky openings for their 
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employment. This would increase the competition in such 
lines and operate to reduce the general return to capital, and, 
in the way already noticed, as a check to the rate of accumula- 
tion, with such consequences as have been suggested above. 
The taxation of profits, therefore, except in the degree in 
which they proceed from monopoly, or from rent-yielding 
differential advantages in production, is not, in the long run, 
taxation the burden of which remains where it first falls. It 
is gradually diffused over the community as a whole. 

Turning to the subject of taxes on wages, the same kind 
of problem is again presented. If a reduction of the net 
receipts of the wage-earner left unchanged the amount and 
quality of his work, and had no influence on the increase of 
numbers seeking to earn wages, the burden of the tax would 
rest wholly on the wage-earner. He would, in that case, 
give as much and receive less, that is to say, less for the use 
of himself and his family. In general, however, the influence 
of such a reduction in net remuneration would be found in a 
reduction in efficiency of the worker. Thus the cost of his 
product would be raised, and some share of the tax burden 
thrown on other classes. The consumers of the goods would 
have to pay more for them, without the entire additional 
payment becoming available for raising the remuneration of 
the labour. A part of such increased cost of commodities 
might go to provide an addition to thelabourer's wages, thus 
modifying the burden of the tax on the wages. In view, too, 
of the fact that the net remuneration of labour influences, in 
general, the rate of increase of the numbers of the population, 
a gradual modification of the supply of labour might operate, 
as in the case of capital, to produce the result contemplated 
above, namely some increase of the rate paid for labour, thus 
reducing the net burden of the tax so far as the labourer is 
concerned, and distributing a share of it among other classes 
than wage-earners. In so far as the diffusion of the burden 
throws it on consumers as such, the wage-earning classes will 
not escape the burden, since they include so large a part of the 
consuming public. Whether they, or other classes, will be 
most affected, will turn on what kind of commodities are 
most affected. If it be commodities chiefly consumed by the 
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wealthier classes, these classes will, as consumers, bear part 
of the burden of a tax on wages. If it be commodities 
chiefly consumed by the wage-earning classes, these classes 
may bear as consumers part of the burden which they throw 
off as recipients of wages. 

As in the case of interest, so also in that of wages, 
taxation affecting special kinds of wages only will influence 
the distribution of labour in the various industries, and be a 
cause affecting the relation of the wages in taxed and un- 
taxed employments to each other. As noted earlier in this 
discussion, where wages represent the minimum necessary 
for existence, a tax on wages would need to be balanced by 
some form of dole, whether from funds provided by taxation 
or from voluntary contributions. This use of such a form of 
taxation would hardly be a wise course. If the proceeds of 
this part of a tax on wages are handed back to the payers, as 
recipients of poor-relief, waste is combined with degradation. 
If the funds distributed as poor relief are provided by 
voluntary contributions, from those whose incomes more than 
suffice for their needs, the rendering of such contributions 
necessary by taxing subsistence wages is, in effect, laying a 
burden due to taxation on these contributors. 

In considering the effect, produced by taxing wages, on 
the efficiency of labour, it must not be left out of account 
that what is contributed in taxation is not wholly lost. The 
expenditure of tax-revenues, by the governments which 
receive them, may contribute to the efficiency of labour as 
much as, or more than, labour loses through the diminution 
of the part of its earnings left free for personal and family 
expenditures. Wherever such a result accrues, the conse- 
quences deducible from an assumed reduction of efficiency, 
as a result of the tax, must be reconsidered or qualified. A 
similar consideration would apply, under like circumstances, 
to taxation of the revenues from capital or from land. The 
case may be exemplified by a practical instance. If a tax 
were levied on fire-insurance premiums, and the proceeds 
expended with such efficiency, in reducing the risk of 
occurrence of, or damage from, fire, that what was left to 
insurance companies of the old rates of premium, after 
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deduction of the tax, sufficed to cover the reduced risks, the 
imposition of the tax would be no reason for any rise of 
insurance premiums. 

The tendencies to the transference of the burden of 
taxation from class to class in the community, which have 
called for attention in what precedes, would partly disappear 
if a system of taxation were made up of such taxes, on the 
various classes of revenue, as imposed equal burdens on all 
classes. Thus the equal taxation of rent and interest would 
destroy the advantage of holding property yielding rent 
rather than property yielding interest, or the contrary. The 
transfer of part of the burden of taxes on wages to consumers 
not belonging to wage-receiving classes, that is to say, to 
those whose revenues are made up of rents and interest and 
profits, would be checked if these classes were so burdened 
by taxation imposed on them that higher prices for the 
products of labour led to a serious reduction of demand. 
Such a reduction would throw back the burden on labour 
in the form of lack of employment, that is, a diminished 
opportunity to earn wages. In the degree in which taxes, on 
wages, interest, and profits, reduced the supply of labour, of 
capital and of willingness to take risks and responsibility, 
the burden of taxation would be thrown upon those whose 
revenues are derived from agents of production the supply 
of which was unaffected by taxation of the revenues yielded 
by them. This practically means that, as between the 
three classes of revenue named, readjustment of burden 
might be checked if the burden on each were such as to 
produce the appropriate effect on the supply of the productive 
agents concerned in yielding these revenues. As between 
this group and receivers of pure rents, the sources of which 
continued unchanged in supply in spite of the taxation of 
the rents, a shifting of burdens would be possible in spite of 
adjustment of the taxation of the different classes of revenue. 
For example, land remaining in undiminished supply, and 
labour and capital being supposed checked in supply as a 
result of taxation, the division of the joint product would be 
more in favour of owners of capital and labour, less to the 
advantage of owners of land. To produce this result, the 
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check in supply which the taxation tends to produce must 
become actual. If the operation of other influences offset 
the restraining effects of the taxation of the revenues arising 
from capital and labour, the throwing off of the burden of 
taxation will be prevented. The mode of expenditure of 
tax-revenue may, for example, do more to strengthen the 
competitive position of some classes than of others, and the 
ultimate distribution of burdens be modified by this feature. 
It is to be observed that no small part of government 
expenditure tends, in modern times, to the advantage of 
the wage-earning classes. Thus the provision of facilities 
for education, such as schools, museums, libraries, technical 
institutes, and the like, is calculated to strengthen the position 
of wage-earners. Perhaps this strength may be derived even 
more from a real increase of productive efficiency than from 
a larger power to secure an advantage in distribution. The 
effect is of the kind already considered, where the outlay of 
the revenues administered by the government does as much, 
to add to the advantages of a taxed class, as the exaction of 
the taxes does to reduce those advantages. If, further, the 
expenditure of public revenues be made in such a fashion as 
to occupy part of the field otherwise open for the employ- 
ment of private capital, the effect found to follow the check 
on accumulation, which is imposed by a tax on interest, may 
be reduced or nullified. If the demand for capital be 
decreased, the check to supply will not raise the marginal 
productivity by so much as if no such limitation were 
imposed on the demand, if it raise it at all. 

What precedes will have indicated sufficiently that the 
final incidence of any tax cannot easily be deduced from a 
knowledge of the original impact. If, in addition, we take 
into account the fact that individual taxes are quite generally 
contrived so as to fall on more than one kind of revenue, 
while individual tax-payers quite commonly enjoy revenues 
made up of portions from more than one of the chief classes 
considered, the difficulties attending the determination of 
the distribution of the burden of any actual system of 
taxation, among those who pay the taxes, will be obvious. 
Yet, in order to attain justice, it is necessary to have some 
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knowledge of the proportions of the incomes of different 
classes of citizens which are absorbed by tax payments, and 
to adopt such forms of taxation as are likely to yield a 
result in conformity with the standards of equity which are 
recognised, as well as to be convenient from the point of view 
of the tax-levying authority. 

It is of importance, too, to remember that, though 
competition may, after the lapse of a sufficient period of 
time, effect the transfer of tax burdens to such classes as 
may be indicated in discussions resembling the foregoing, the 
burden may, for a long period, be placed elsewhere. It is 
by no means a matter of indifference how the first impact of 
a tax may be arranged. Even the final incidence is not inde- 
pendent of the first impact, on account of the imperfections 
of competition, and the economic weakness of some classes 
which is one of the causes of such failures to arrive at perfect 
competition. The general maxim, that taxes which have 
been for a long time in operation have the burdens resulting 
from them distributed with a close approach to equity 
among different classes, is worthy of particular attention. 
It is based on the view that, if any industry be specially 
favoured or penalised by the working of the tax, there will 
be brought about a transfer of productive power to the 
favoured industry, or from the penalised one, making com- 
petition keener in the one, less acute in the other, and thus 
proportioning the remuneration in each to the efforts and 
abstinences imposed by each. This view is certainly a sound 
one, though the maxim has not a universal applicability. 

To illustrate the imperfection and slowness with which 
readjustment of burdens occurs, let us briefly consider some 
features of a tax on houses proportioned to their annual 
rental value. If the tax be originally imposed on the owners, 
it will reduce the profits of house-proprietorship, and check 
the increase of rentable property : it will, further, stimulate to 
the reduction of expenditure in construction, in order to 
meet those who are more willing to accept a house offering 
less convenience than able to pay increased rent. In so far, 
too, as house building is checked, the demand for suitable 
sites will be reduced, and the owners of such sites may 
19 
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be compelled to accept a lower price for them. The 
actual owners of houses already built will have a burden 
placed on them, inasmuch as, for the moment, demand for 
houses and supply of houses are unchanged, so that rents 
cannot be at once raised, and thus the net revenue yielded by 
the houses is reduced by the tax. Whether to hold or to 
sell, the houses are worth less. The burden is capitalised, 
and if owners sell, the new owner will only pay a price which 
relieves him of burden, and makes his investment yield a net 
return on a level with other investments involving cor- 
responding risk and trouble. 

If the above results are to be avoided, it must be possible 
to raise rents somewhat without losing tenants. But many 
tenants will rather accept a diminished accommodation than 
pay higher rent, and thus the raising of rent may mean 
driving tenants to less convenient houses, or, where that is 
possible, to districts where the tax does not apply. If such 
removal to other districts be easy, the landlord's opportunity 
to recoup himself by raising rents will be practically annulled. 
In course of time, as the supply of houses in the taxed 
district comes to be adjusted to the new conditions, rents 
may rise and afford an opportunity to landlords to recoup 
themselves for the taxes they are then paying. This effect 
will be slight if removal to an untaxed, or more lightly taxed, 
district be easy. Another point of importance is that, as 
many houses are held on leases for a period of years, the 
opportunity for readjusting the rent does not offer at once, 
and thus the burden cannot be transferred to the occupier of 
the premises till his lease falls to be renewed, at least. 

Suppose, however, that the tax is levied directly on the 
occupier. To transfer the burden to the owner of the house 
a new agreement for rent must be made. Here we may 
emphasise a point not mentioned above. A tenant may find 
the inconvenience and expense of moving so great, that, 
though equally satisfactory accommodation were available at 
a price which would relieve him of the tax burden, he would 
prefer to stay where he is and bear the tax. When other 
circumstances lead him to move to another house, he will 
select that other house with the tax in view, and may be 
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able to contract with his new landlord on terms practically 
transferring the burden to him. This will be the more likely 
if a more lightly taxed district offer alternative accommodation. 
Inasmuch as some tenants are moving at any particular 
period, the influence of the competition of the houses of that 
other district will be in operation all the time, but circum- 
stances hinder the perfect establishment of a market price for 
house-hire, and thus the incidence of a tax such as that under 
consideration is very greatly affected, for a considerable time, 
by its original impact. 

In the case of commodities readily marketable, the trans- 
ference of the tax burden is much easier and simpler. The 
competition of dealers is active. If any possess stocks of a 
commodity newly taxed, there is no compulsion arising out 
of competition which can prevent them from offering these 
goods at the same price as those which competitors must ask 
for new supplies, on which the tax must be, or has been, paid. 
Thus the consumer finds that the whole supply available is 
burdened with the tax as well as its expenses of production. 
In so far as the rise of price reduces demand, a modification 
may result. If cost of production per unit be unchanged for 
a reduced scale of output, the effect of the tax is to lead to a 
rise of price equal to the tax, and a reduction of output such 
as to adjust the supply to the diminished demand which results 
from the rise of price. If the cost per unit fall with a reduc- 
tion of the scale of production, the price will not be raised to 
the full extent of the tax. The supply will he reduced so 
as to correspond with the reduced demand, and the economy 
in production which results will help to cover the tax, the 
remainder being covered by the rise in price. Should the 
taxed commodity be one of which the cost per unit falls as the 
scale of production is enlarged, the resulting effect on price 
will depend on how the representative producer (see p. 60) 
is affected by the tax. It is conceivable that the tax may 
be such a disadvantage to small producers that it results 
in enlarging the scale of production of the represent- 
ative firm. In that event the effect on price would be 
that of the case last considered. If the representative firm 
maintain the same scale of production after the taxation of 
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its product as before, the case reproduces the conditions of 
the constant cost instance. If the output of the represent- 
ative firm be reduced, and therefore rendered more costly to 
produce, the rise in price must be sufficient to cover this loss 
of economy as well as the amount of the tax. 

If we are dealing with monopoly, the form of the taxa- 
tion adopted will affect the result. A tax on the net 
monopoly revenue, proportioned to its amount, will be like a 
tax on rent, not capable of transference. A tax on gross 
revenue, or on product, however, would afford opportunity for 
readjusting the amount of product to the new conditions of 
expenses of operation. The maximum net revenue, after the 
imposition of the tax, might correspond either to a reduced 
or to an enlarged scale of supply. If the supply conform to 
conditions of decreasing costs, the results on price have 
already been noted in discussing the case of the representative 
firm. If the conditions are those of increasing costs, the new 
maximum net revenue will correspond to a decreased scale 
of supply, with results in price already discussed. 

Connected with the subject of taxation is that of national 
debts, since a government may frequently choose between 
meeting expenditures by increase of present taxation or by 
borrowing. Some have criticised the latter method, on the 
ground that they conceive it to involve placing a burden, 
both on the generation which provides the borrowed funds, 
and on that which repays them. For the purpose of exa- 
mining the case, we shall assume that the question does not 
concern borrowing abroad. It is clear that the criticism 
quoted cannot apply to that case. 

In the case of raising funds by taxation, the existing 
citizens are required to submit to sacrifice of the amount 
contributed by each, and that sacrifice is definite and final. 
In the case of raising funds by loan, the existing citizens 
submit to the present sacrifice, but they receive a claim on 
the public funds, that is, on funds contributed partly by 
others than those who have lent to the state, and contributed 
in different proportions from those in which the loaned funds 
were provided by their lenders. If the funds raised by loan 
could be secured by a levy on tax-payers, on the taxing 
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principle of equal sacrifice, the reasons for procuring them in 
that way would be stronger than they usually are. Loans 
are, in fact, commonly resorted to to avoid making taxation so 
heavy as to become oppressive or unpopular, and to avoid 
the adoption of forms of taxation which are markedly not in 
accord with the principles of equity as applied to taxation. 
If the expenditure for which the funds are needed is one of 
general benefit to all, the burden which it imposes should be 
distributed according to these principles of equity. If, for 
example, the funds are required for war expenditure, they 
may exceed what can be raised by the use of equitably 
distributed taxation, while it may be claimed that the burden 
ought not to be entirely borne by those who actually carry 
out the warlike operations. The assumption, that future 
generations will benefit so largely by wars of the present, as 
to justify requiring them to pay their capital cost, is one 
which must be made with the greatest reserve. We are 
concerned here, however, with the comparison of the incidence 
of the burdens of such expenditure when the funds are raised 
by taxes or loans respectively. 

If raised by loan, the funds are presumably procured 
from sources where the least sacrifice is involved in procuring 
them. The less productive of industrial opportunities will 
be left undeveloped, while the funds are employed by the 
government. At the same time, when industrial or com- 
mercial- enterprise promises a greater net return than 
subscribing to the loan, the capital will not be kept from 
those enterprises and handed over to the government. So 
long as the loan remains unpaid, the interest must be provided 
from tax funds, if the loan be expended for purposes not 
yielding a direct revenue, as in the case of war expenditure. 
These taxes can be so distributed as to bear equitably on all 
classes, and the same is true of the taxes whose proceeds 
provide the means for the gradual repayment of the loan. 
This repayment, moreover, will generally be postponed till 
the national revenues suffice for the purpose without resort 
to excessive amounts, or inequitable distribution, of taxation. 

If the funds were raised by immediate taxes, the 
distribution of the burden might not be able to be made 



294 ECONOMIC PRINCIPLES 

equitably. Taxation of so great an amount might be 
required, that practicable methods of taxation would 
necessarily involve undue recourse to burdens on special 
classes. Further, taxation means compulsory payments, 
and the funds might be drawn from employments where 
they could ill be spared. The choice of the least inconvenient 
sources of supply would be excluded, for, though tax-payers 
might conceivably use the same funds as might be subscribed 
to a loan, that would involve borrowing by some tax-payers 
from others, and this borrowing would probably not be able 
to be carried out on such terms as borrowing by the 
government, if it were possible at all. 

A loan to provide for non-revenue-yielding expend- 
iture may, then, be necessary if the raising of the funds 
by taxation would involve an extreme tax pressure, and 
especially if it would involve resort to unequally distributed 
taxation. To justify it, not merely is this condition required, 
but also the condition that the generation which spends the 
borrowed funds is not so largely interested in the results as 
to require it, in justice, to bear the whole burden of providing 
them. The ease of meeting expenditure by means of loans 
leads to the undertaking of not a few outlays, which would 
be seen not to give a satisfactory return on their cost if the 
whole burden of that cost had to be met by immediate 
additions to current taxation, sufficient to cover the cost in a 
very short term of years. It cannot be denied, however, that 
capital expenditure is sometimes as wise for communities as 
it is for individuals or corporations. 
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IN dealing with the relation of the amount of a commodity 
for which there is a demand at any particular price, and 
that price, reference was made on p. 25 to what constitutes a 
complete knowledge of the state of demand. Expressing 
the matter in a symbolic form, let x be the number of units 
of a commodity for which there is a demand when the price 
is measured by y units of purchasing power. Then, 
corresponding to each possible value of y, there will be a 
definite value of x. A complete knowledge of demand 
would comprise a knowledge of all such pairs of values of x 
and y. The changes in the value of x which result from 
small changes in the value of y are, at any rate when the 
demand of a large market is under consideration, small. 
The fact that the value of x is in some way connected with 
the value of y can be expressed in the form 

>=/(*) (0 

If the amount demanded increased in precise proportion 
to the fall of price from some definite level, the equation (i) 
would take the form 

y = c—mx. 

As a rule, however, we cannot assume that the relation 
is so simple as this. Nor can we obtain exact knowledge 
of the form of the function indicated by/(x) in equation (i). 
If we had that knowledge, the complete expression of the 
state of demand, referred to above, would be provided. 

Though unable to state the form of the relation between 
y and x with precision, we can state two things about the 
equation (i). For each value of one of the variables there 
is only one real value of the other, to each x there is only 
one appropriate value of y, and vice vers&. Further, the 
larger x is, the smaller will y be. The value of f(x) decreases 
as x increases. In the language of the Differential Calculus, 

dv 

-j- orf 1 {x) is negative for all values of x. This is the ex- 
pression of the principle enunciated in the middle of p. 22, 
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and that principle is perhaps more clearly expressed in this 
symbolic language than in the more cumbrous language of 
ordinary intercourse. 

We may express these conceptions in a diagrammatic 
form. Take a point P, and two lines Ox, Oy, at right 
angles to each other, to which its position is referred. Draw 
PN perpendicular to Ox. Then, if ON=^, PN=jr, the 
position of P expresses at once a value of x and a value of y. 
It shows the value of y which corresponds to a given value 
of x, or the value of x which corresponds to a given value of 
y. The relation between x and y which is expressed in 

equation (i) may be 
expressed in diagram- 
matic form by stating 
that P is always found 
on some definite line, 
asD^. If we knew the 
form of the function 
fix), we should know 
the shape of the curve 
T>d. They are two 
ways of expressing the 
same thing. Clearly, 
if we knew the shape of 
the curve Dd through- 
out its length, we 
should know all about 
the state of demand 
symbolised by it. What 
we do know is that no 




Fig. (i) 



vertical line like NP cuts ~Dd more than once, and that the 
line Dd falls as we pass from left to right along it. This is 
the geometric expression of what is stated above in algebraic 
symbols. 

The actual knowledge of the shapes of such curves as 
T>d, which are called " demand curves," is not detailed or ex- 
tensive. Careful gathering of statistics may afford knowledge 
of the shapes of such curves in the immediate neighbourhood 
of the points on them which correspond to actual prices and 
supplies. Not much is, or is likely to be, known of their 
shapes at parts far removed from these points. 

The two kinds of change in demand, referred to on p. 29, 
can be distinguished with great clearness by means of our 
diagram. Thus, a fall of price from that represented by PN 
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in Fig. (i) to that represented by QM, involves an increase 
of the quantity demanded. ON units were demanded at 
the price PN, OM units are demanded at the price QM. 
The increase in the quantity demanded, while the general 
relation of the intensity of demand to the degree of plenty of 
the supply remains unchanged, that is to say, while the 
same demand curve continues to represent the condition of the 
market, is what is called an extension of demand on p. 30. 

A true change of demand occurs when the demand 
curve has to be replaced by another. Thus, if the curve Dd 
in Fig. (i) be replaced by the broken-line curve on the 
diagram, an increase of demand is indicated. The curve 
Dd is moved upwards, with more or less of change of shape, 
in taking the position of the broken line. Each point on the 
broken line is above the point where its ordinate cuts Dd. 
The point on the broken line which is as high above Ox as 
P is, lies farther out than P from Oy. An increase of 
demand, in the sense of the statement of p. 30, is what 
corresponds to the replacement of a demand curve by one 
lying above it, as in replacing the full-line curve Dd in 
Fig. (i) by the broken-line curve. The inverse change will 
represent a decrease of demand. 

The fundamental contrast between the two kinds of 
change, which are covered by the carelessly used phrases 
about increase or decrease of demand, will be clear in the 
light of their 
diagrammatic * 
representations. 

If we take 
two points, P, Q, 
near together on 
a demand curve 
Dd, as in Fig. 
(ii), and draw 
the ordinates 
PN, QM, then 
PN, QM repre- 
sent the valua- 
tions, per unit, 
of the com- 
modity, whose 
demand is in 
question , accord- 
ing as the supply 
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is ON units or OM units. The utility of the amount NM, 
added to the supply ON, is something less than PN x NM, 
and something greater than QM x NM. If N and M be very 
near to each other, these two amounts approach to equality. 
The utility of the amount of supply represented by NM is 
represented by a rectangle on NM as base, and whose height 
is between PN and QM. The area between any two 
ordinates of the curve, though far apart, as PN and QM in 
Fig. (i), may be regarded as built up of narrow rectangles 
such as that just described, and of varying heights. In the 
limit, the utility of the supply represented by NM in Fig. (i) 
(added to a supply represented by ON) will be represented 
by the area between the curve PQ, the ordinates PN and 
QM, and the part of Ox between N and M. If the curve 
could be carried on to cut Oy, the total utility of the supply 
ON would be represented by the area between Oy, ON, NP 
and the curve from P to the point of section with Oy. The 
marginal utility of the same supply is measured by the 
demand price PN. Thus the total utility and marginal 
utility are contrasted as area and line. The marginal utility 
is the rate at which total utility increases when supply begins 
to increase from a given amount. 

To the right, the demand curve may fall very near to 
Ox. At points corresponding to very large supplies, then, 
the marginal utility may be very small. If T)d cut Ox, as 
at z in Fig. (ii), the marginal utility of a supply Oz vanishes. 
But the total utility of that supply is represented by the 
area between Ox, Oy and the curve, and may be very great. 
It is certainly greater than for any supply smaller than Oz. 
Large utility and small exchange - value, then, are by no 
means inconsistent. 

When the supply reaches the amount corresponding to 
Oz in Fig.' (ii), absolute satiety of demand for the commodity 
in question is reached (see p. 24). No other meaning than 
this can be reasonably assigned to an unqualified statement 
that demand is saturated or that satiety has been reached. 

A relative satiety, however, is reached when a supply of 
some other commodity is preferred to further supplies of the 
same commodity. Thus, in Fig. (iii), the intensity of demand 
for two commodities may be represented by the two curves 
Djdfj and D 2 d 2 . So long as PN is greater than OD 2 , the 
first commodity alone will be demanded, if PN represent 
the lowest grade of utility securable with the available means. 
When, however, we reach a grade of utility such as QM, 
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where QR, parallel to Ox, cuts T> 2 d 2 , some supplies of the 
second commodity will be demanded. In the former case, 
when satisfactions had to be as great as PN to be worth 
securing, only the first commodity could afford them. In 
the latter case, 
when utilities 
measured by 
QM are worth 
securing, sup- 
plies measured 
by OM of the 
first and OL of 
the second com- 
modity are 
desired. To 
divert the means 
devoted to pro- 
curing the sup- 
ply OL of the 
second com- 
modity, and ex- 
tend the amount 
of the first 
secured, would be to secure utilities, whose measure is less 
than QM, by the sacrifice of some whose measure is greater 
than RL, that is, greater than QM. 

The fact that there are very many different kinds of 
satisfaction which can be procured easily accounts for the 
fact that there are few lines of consumption which are pushed 
to the point of absolute satiety. There is no need to press 
on along one demand curve D^ to the point where it cuts 
Ox so long as there is some other demand curve, relating to 
commodities procurable and appreciated, some part of which 
lies above Ox, and the desires corresponding to which are 
not yet satisfied. 

Incidentally it may be noted that, if means be distributed 
with strict regard to the utilities secured, the level of 
marginal utility procured in every line of consumption will 
be the same. Each commodity will be enjoyed in such 
quantity as to have a marginal utility not less than that of 
each of the other commodities secured by the same person. 

Returning to the consideration of Fig. (ii), we may give 
expression to the conception of elasticity of demand dealt 
with on p. 26. The line PQ, when P, Q, approach each other 
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indefinitely, takes the position of the tangent to the demand 

curve at the point P. Let this tangent cut Oy at the point 

T, and draw PL parallel to Ox. 

The elasticity of demand at P is defined as the ratio of 

NM P« 

pr^j to p^j, where Qn is parallel to NM. That is to say, the 

elasticity of demand is 

Qn PN_PN Q«_PN PL_PN 
PL P« PL P« PL TL TL' 

or the ratio of OL to LT measures the elasticity of demand 
at P. If TP be produced to meet Ox in t, this ratio is equal 
to that of tP to PT. 

In terms of the symbolism of equation (i) this ratio is that 
of f{x) to x .f\x). The consideration of changes in the 
elasticity of the demand for different commodities, as supply 
changes, referred to on p. 26, may afford useful hints in the 
drawing of suitably-shaped demand curves. 

Just as the relation of amount demanded and the corre- 
sponding price is expressed in equation (i), so can the variation 
of the amount of supply with corresponding supply price be 
expressed in a similar equation 

y=<t(*) (") 

In regard to this equation, however, we cannot lay down 
any such universal rule as that relating to the amount de- 
manded and its price. To represent a supply price per unit 
which is the same whatever the scale of production, the 
equation becomes 

y = c, 
c being independent of x. 

To represent a supply subject to the conditions of increas- 
ing cost or decreasing returns, we must have y increasing as 
x increases, while, in the case of increasing returns,^ decreases 
as x increases. In the former case <p\x) is positive, in the 
latter negative. In not a few cases, <p\x) will be positive for 
some values of x, negative for other values. As with demand, 
so also with supply, there may be drawn a curve, to represent 
the relation of x to y which is stated in algebraic form in 
equation (ii). In Fig. (iv) the curve Sj is drawn representing 
conditions of decreasing returns. On the same diagram, a 
demand curve T>d is drawn. If these curves present the 
conditions of supply and of demand respectively for the same 
commodity, and if they intersect in P, and an ordinate PN be 
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drawn, the price PN and the supply ON correspond to an 
equilibrium of demand and supply (cf. pp. 50, 51). If pqn and 
trm be ordinates near to PN, cutting the demand curve at/ 
and r respectively, and the supply curve at q and t, the 
argument of p. 50 may be presented briefly as follows. If 
the supply be On, 
less than ON, the 
supply price for 
that amount is qn, 
the demand price 
for that amount is 
pn. Thus the de- 
mand price is 
greater than the 
supply price, and 
supply tends to 
expand. If the 
supply be Om, 
greater than ON, 
the supply price 
for that amount is 
tm, and the de- 
mand price for 
that amount is rm, 
which is less than 
tm. Thus the supply of any amount greater than ON is 
unprofitable, and supply tends to decrease. With a supply 
ON, the supply price is equal to the demand price, and there 
is no stimulus either to increase or to decrease the scale of 
production. 

The above argument will hold whenever the supply 
curve is below the demand curve to the left of P, its 
intersection with that curve, and above it to the right of 
that point. It is argued on pp. 56 and 57 that such a point 
of intersection will always occur when a supply of a com- 
modity is economically possible. The consideration of an 
intersection of the opposite kind, referred to at the foot of 
p. 56, may be left as an exercise to the reader. 

The intersection of the two curves may be presented in 
algebraic form by combining the two equations (i) and (ii). 
If demand price and supply price be equal, we must have 

f{x) = <p{x) (iii) 

an equation from which x, the appropriate scale of supply, 
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may be determined, and then the corresponding y may be 
found from either of the equations (i) and (ii). 

The above deals with the equilibrium of aggregate supply 
and demand. A brief consideration of the relation of 
individual producers to the aggregate supply will be of 
interest. 

Let us take the case of three producers for illustration. 
The method may be applied to any number whatever. Let 
the supply equations of the individual producers be 

y=V&), y = <plx), y = <plx) . . . (iv) 

Let the amounts supplied at the price y be x v x 2 , x s , 
respectively in the case of these three. The supply equations 
may be solved in the form 

*i = FiO)> *-2 = F 2 0). ^S = F 3(J) • • ( v ) 
The aggregate supply x=x 1 +x 2 +x 3 , or 

x=F 1 (y) + F 2 (y) + F 3 (y) .... (vi) 

This equation may, in turn, be solved for y in terms of x, 
yielding the result 

y = ?(x), 

the aggregate-supply equation, which is to be taken with the 
demand equation to determine the equilibrium. When, by 
means of the equations of aggregate supply and aggregate 
demand, the equilibrium value of y has been determined, the 
values of x v x 2 , x s are given by the equations (v), that is, 
the individual contributions of the separate producers are 
determined. 

It is clear that the method may be extended to any 
number of producers, and may be applied to the demand 
side of the problem as well as to the supply side, that is, a 
composite demand may be handled as well as a supply by 
many competitors. It will be observed that the price y 
secured by each producer has been taken as the same, in 
accordance with the assumption of free competition in open 
market. Where the separate producers supply separate 
markets, they have independent demand equations to be 
associated with their individual supply equations. 

In Fig. (v), the above is presented in. the diagrammatic 
form. The curves S^, S 2 j 2 , S 3 j 3 are taken to represent the 
supply conditions of the three producers. Across the three 
a line L/j^/gP is drawn parallel to Ox, cutting the three 
curves in^, p 2 , p s respectively. On this line a point P is taken 
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such that LP = L/ 1 +L/ ? +L/ 3 . The points P, determined 
in this way, by drawing lines across the diagram at different 
levels, trace out the aggregate-supply curve Sj. When the 
point of equilibrium is determined by combining Sj with 
the demand curve, the separate supplies of the individual 
producers are 
determinable. If 
P were the point 
of equilibrium, 
OL would be the 
price, LP the 
aggregate sup- 
ply at the equi- 
librium. The 
individual pro- 
ducers would 
contribute a- 
mounts L.p v L/ 2 , 
L/g respectively 
to this supply. 
As the diagram 
is drawn, the 
supply curves 
correspond to 

decreasing returns. It will be noticed that OL represents, 
not merely the marginal supply price for the aggregate 
supply, but also the marginal supply price for each of the 
individual producers. 

The problems of demand and supply may be represented 
diagrammatically by a somewhat different construction, which 
is especially useful in some important cases. We may take 
the ordinate of our curves to represent, not the demand price 
or the supply price per unit which corresponds to a given 
amount of commodity demanded or supplied, but the 
aggregate price paid for that amount. In place of represent- 
ing the curve y =/(x), we may represent the curve y=x./(x), 
and so also for the supply curve. This mode of construction 
is illustrated in Fig (vi). The curves start from O in this 
case, and their intersection P again corresponds to equilibrium. 
Since the combination of y—x./(x) and y = x. <p(x) gives for 
the common values the equation 

x.f(x)=x.<p(x), 
it is obvious that the value of x, the scale of supply which 
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corresponds to equilibrium, is not altered by the change of 

mode of representation. OrpY is the demand curve, and 

O^P the supply curve. At the point of intersection, P, the 

amount supplied is ON, and its total price, which is necessary 

and sufficient to satisfy producers, is NP. So also NP 

represents the aggregate sum which consumers are willing 

to offer for the amount ON. The price per unit is represented 

PN 
by the fraction j^ or the trigonometrical tangent of the 

angle PON. We may say, in fact, that the slope of OP 
represents the price per unit. 

This form of representation in a diagram is adapted to 

the problem of 
direct exchange 
of commodity 
for commodity. 
Draw pqn an 
ordinate cutting 
the curves at p 
and q, and qrm 
parallel to Ox, 
cutting the 
curves at q and 
r as in the figure. 
Then we may 
regard each 
curve in turn as 
a demand or 
supply curve. 
Each is a supply 
curve for one 
commodity, a demand curve for the commodity to be secured 
in exchange. If the upper curve be supposed to relate to a 
commodity A, the lower to a commodity B, then holders 
of A are willing to give an amount np of their goods for an 
amount On of B, while holders of B are willing to accept an 
amount nq of A in exchange for On of B. Alternatively, 
holders of A are willing to accept an amount mr of B in 
exchange for Ow of A, while holders of B are willing to 
give an amount mq of B for Om of A. Thus there is an 
opportunity for advantage to both in selecting some rate of 
exchange intermediate between nq and np of A given for 
On of B, or intermediate between mr and mq of B given for 
Ow of A. The enlargement of the scale of exchanges to 
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ON of B exchanged for PN of A brings us to a point where 
the range of indeterminateness in the terms of exchange has 
vanished. The indeterminateness is seen to belong to the 
stage of comparatively undeveloped exchange. 

Hindrances to exchange modify the shape of the curves. 
Thus, if the diagram of Fig. (vi) be supposed to represent the 
conditions of a free exchange, and this is modified by the 
imposition of a charge on the delivery of B without any 
change in the services rendered to holders of either A or B, 
the new conditions may be represented by replacing the 
upper curve by another, derived from it by moving each 
point of it horizontally to the right. The extent of the 
movement must be such as to represent an amount of the 
commodity B sufficient to discharge the amount of the levy 
on delivery, and to leave the same net amount as before in 
the hands of its purchaser. Substantially, the upper curve 
is swung downwards to the right, its shape being modified, 
if necessary, in addition, and its intersection with the lower 
curve will give a position of OP lower than before. As the 
curves stand in the figure, the extent of the exchanges will 
be diminished, and a change in the rate of exchange will 
result, so that holders of B will give more of their commodity 
for each unit of A. 

Fig. (vii) represents the conditions for forms of the 
curves which bend 
continuously in 
one direction 
throughout. A 
point q on the 
upper curve gives 
a point p on the 
modified curve, qp 
representing the 
delivery charge 
in question. Draw 
the ordinates PN, 
im, qm. Then, if 
OP represent the 
modified position 
of the upper curve, 
the new equili- 
brium is attained 
at a rate of ex- 
change, On of B 




Fig. (vii) 



308 



APPENDIX 



for pn of A. But holders of A have to pay an amount /£ or 
mn of B as delivery charge, and hence receive only 0« for 
their own use. Thus the rate of exchange moves unfavourably 
for each of the parties to the exchange. Holders of B have 
to accept a rate represented by the slope of Op in place of 
OP, while holders of A have to accept a rate represented by 
the slope of Oq in place of OP. The burden of the 
obstacle to the exchange is thus divided between the two 
parties to the exchange. Special forms of the curves in the 
neighbourhood of P may result in some modification of this 
general statement. Thus, it may be possible for one of the 
exchangers to put the whole disadvantage on the other, or 
it may even be possible to derive advantage through such a 
change, putting on the other party more than the burden of 
the hindrance introduced. To attain such results special 
conditions need to be fulfilled, and the study of the shapes 
which the curves would need to have, and what would be 
implied in giving them these shapes, may be taken as a 
profitable exercise by the student. Under ordinary con- 
ditions, the diagram suggests the probable outcome of the 
imposition of new burdens on exchange. The consider- 
ations here advanced are of special importance in connection 
with international trade, and the diagrams of Figs, (vi) and 
(vii) may be usefully studied in connection with Chap. XIII. 
In connection with problems of taxation, the preceding 
discussion might be amplified, or we may revert to the 

earlier diagrams for 
help in presenting 
the conditions of 
these problems. 
Take the case of a 
tax imposed on a 
commodity used in 
a particular line of 
production, or of a 
royalty on a pro- 
cess of manufacture. 
Let ~Dd be the de- 
mand curve for the 
commodity ultim- 
ately produced, Si 1 
the supply curve 
before the tax is 
Fig. (viii) imposed. Then the 
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tax would be 
in the price. 



result of the tax is to increase the cost of production, and to 
raise the supply curve. Let the broken-line curve S^ repre- 
sent the new supply curve. Then the equilibrium position 
is changed from P, where Sj cuts T)d, to Q, where S^ cuts 
T)d. The new price is QM, which is greater than PN. 
If P«, parallel to Ox, cut the ordinate QRM in n, the 
rise of price is On, while the tax adds QR to the marginal 
cost of production. The scale of production is reduced, and, 
as the figure corresponds to decreasing returns, that results in 
reduced marginal cost. The burden of the tax is not wholly 
felt in the rise of price, being partly spent in offsetting the 
economy arising from the reduction of the scale of output. 

If the supply were produced under conditions of constant 
cost, the points R and n would coincide, and the whole of 
the burden of the 
felt 
For 
the case of increas- 
ing returns, Fig. (ix) 
is drawn. Here the 
scale of production 
is changed from ON 
to OM. Some of 
the economies of a 
large - scale supply 
are lost, and the 
supply price, apart 
from the tax, rises 
from PN to MR. 
To this increase of 
cost of production, 
the tax falls to be 
added, and the total 

increase of price is nQ. In using the result thus obtained, 
it is important to observe that its validity depends on the 
propriety of representing by MR the supply price for an 
amount OM, to which the supply is supposed reduced 
after having been equal to ON. The value of MR appro- 
priate to the case will probably be less than that which 
might have corresponded to the output OM when that scale 
of output had not been surpassed. As it is not difficult to 
tonceive, however, of a forced reduction of the scale of out- 
put which involves some sacrifice of the advantages of 
production on a large scale, the problem presented is not 




3io 



APPENDIX 



merely of abstract interest, as completing the range of 
theoretic possibilities. 

The preceding brief discussion of taxes was based on an 
assumption of the existence of competition between pro- 
ducers. We next turn to the consideration of the problem 
of monopoly. To present this problem diagrammatically, 
we select the mode of representation adopted in Figs, (vi) and 
(vii). In Fig. (x), the curve Opr? is the demand curve for a 

commodity whose 
supply curve is 
Opt?. The supply 
curve is drawn so 
as to represent 
costs exceeding 
the value of the 
product for small 
scales of supply, 
and increasing 
returns both in the 
earlier part of the 
curve and also 
near P. Letordin- 
ates such as rtQM 
be drawn across 
the two curves, 
and let MQ be 
taken equal to tr 
the intercept on 
the ordinate be- 
tween the two curves. The line traced out by the points 
Q, thus found, may be called the monopoly-profit curve. For 
a supply OM the costs are Mt, while the demand price is Mr. 
Thus, if a producer can control the whole supply, and restrict 
it to OM, he can secure the difference MQ between his costs 
and the value of the total output. As shown in Chap. V., the 
object of the monopolist being assumed to be the securing of 
the greatest possible net returns, we must find the volume of 
supply which maximises the net return in order to have the 
position to which the market tends under monopoly of 
supply. Thus we need to find the greatest value of MQ, or 
the highest point on the curve traced out by Q. This is 
easily found. If Q be that point, the supply under monopoly 

rM 
will be OM, the price being ~r^ per unit. 




Fig. (x) 
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If a tax be imposed on the monopoly profit, either as 
a specific tax, or a percentage of that profit, the curve »QN 
is lowered, but the position of its highest point is not moved 
to right or to left. Thus, such a tax does not stimulate any 
change in supply or price. 

Taxes which modify the shape of the cost curve OptY, may 
so modify the shape of the monopoly-profit curve «QN as 
to move the point Q either to the right or to the left, thus 
changing the scale of supply, and consequently causing a 
change in price. If Q were made to move to the left, the 
supply would be decreased and the price per unit increased. 
If, on the other hand, Q moved to the right, the supply 
would be increased, and the price per unit would be reduced. 
We do not propose to examine here the conditions which 
might give rise to either of such varieties of change. The 
student may find a useful exercise in tracing out the conse- 
quences of taxes proportional to cost, to output, or varied in 
other definite ways. 

If the problem of monopoly be treated algebraically, we 
have as data that f(x) is the demand price per unit, and 
p(x) the cost per unit, of a quantity x. The monopoly profit 
is therefore x{f(x) — <p(x)}, and if this is to be made 
a maximum, the value of x must be that found from the 
equation 

f(x) - 9 (x)+x{fi(x) - f(x)} = o. 

This expresses the condition that the tangents at r and t in 
Fig. (x) are parallel. This is another way of stating that Q 
is the highest point of the curve «QN. 

In dealing with the problem of rent, we may employ 
diagrams of the type of those of Figs, (i) and (ii), constructed 
so that the additions to product, resulting from successive 
additions to expenditure in cultivation, are represented by 
the ordinates of a curve whose abscissae represent the ex- 
penditures in question, just as, in those figures, the ordinates 
represent the utilities of successive additions to a supply, the 
amount of which is represented by the corresponding 
abscissae. Such diagrams are very useful, and are given in 
many text-books. A second mode of representation, corre- 
sponding rather to the diagrams of Figs, (vi) and (vii), offers 
some features of advantage, and students who have familiar- 
ised themselves with one mode of representation should find 
little difficulty, and some gain, in making comparisons 
between the two. 
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In Fig. (xi), let the curve be drawn so that, taking any 
point on it, P, and drawing the ordinate PN, ON may 
represent the expenditure of labour and capital which, on a 
given area of land, returns an amount of produce represented 
by PN in a normal year. The expenditure may, if desired, 
be measured by the money price required to secure the 
services of labour and capital to the extent needed. For 
some purposes, too, the produce may be measured by its 
money value, but for some applications of the diagram we 
need to conceive of it as measured in terms of quantity. 

On NP take a point C such that NC represents the 

amount of produce 
whose market 
value is sufficient 
to recompense the 
expenditure ON. 
Draw the straight 
line OCE. If Q 
be another point 
on the curve, and 
the ordinate QM 
intersect OC in E, 
ME will represent 
the amount of 
produce needed to 
recompense the 
expenditure OM. 
The cultivator has 
a surplus CP when 
his outlay is ON, 
a surplus EQ 
when his outlay is OM. In order that the surplus may be 
the greatest possible, we must find the point on the curve at 
which the tangent is parallel to OCE. If that point be P, 
then CP is greater than EQ whatever position Q may have. 
The expenditure ON will be that giving the greatest excess 
of return over outlay. If the expenditure ON include an 
adequate remuneration to the cultivator, the amount CP will 
be the most that can profitably be given for the hire of the 
land, and a keen competition for tenancies will assign no less 
than this to the owner {cf. pp. 100-102). 

If the curve be drawn so that PN represents the value 
of the produce secured by an expenditure ON, CN will be 
equal to ON in length, and CON will be half a right angle. 




Fig. (xi) 
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If, however, PN represent the amount of the produce 
yielded by the expenditure ON, the shape of the curve 
is not dependent on the price of produce. Variation of 
the price of produce causes the slope of the line OCE to be 
changed, and consequently changes the position of P and the 
length of CP, that is to say, modifies the most appropriate 
intensity of cultivation and the rent-yielding power of the 
land. The relation of price of produce to rent is thus one 
in which, though the former has a great influence on the 
latter, the converse does not hold (cf. p. 1 10). If prices 
fall, OCE swings upward towards Oy, and P moves to the 
left in consequence, CP decreasing in length. If prices rise, 
OCE swings downward towards Ox, P moves to the right, 
and CP increases in length. These results depend on the 
assumption that the curve, in the neighbourhood of P, has its 
concave side facing towards O and the line OCE. If the 
proportion of PN to ON decreases as P moves to the right, 
and increases as P moves to the left, in the neighbourhood of 
the point indicated by making CP a maximum as above, this 
will be true. These conditions simply amount to the assump- 
tion that diminishing returns have become operative before 
the stage of cultivation corresponding to the position of P is 
reached, and continue to hold for somewhat higher degrees 
of intensity of cultivation. It involves no assumption as to 
the shape of the curve near O. 

If np be an ordinate very close to NP, the tangent at P is 
the line Pp. Hence, if tip cut OCE in c, cp is equal to CP. 
The product np is greater than the product NP, but the whole 
of the excess is comprised in the amount by which nc exceeds 
NC. The expenditure 0« requires the product nc to com- 
pensate it. The surplus cp is thus not affected. The 
additional expenditure N« requires the entire addition which 
it secures to the produce to meet the addition to outlay. 
The addition to the produce is the marginal product, and its 
cost is the additional outlay N«. Thus the cost of produc- 
tion of the marginal output is equal to its value. Changes 
in the shape of the curve may be made, modifying the 
amount of the surplus, i.e. the rent-yielding power of the 
land, and altering the intensity of cultivation, without affect- 
ing the cost of production of the marginal output. 

If the produce curve of Fig. (xi) be expressed by the 
equation 

the value of y which corresponds to a given value of x is the 
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amount of the produce which results from the application of 
x units of outlay to a given area of land. The unit of outlay- 
may, as stated before, be conceived of as a definite number 
of days of labour by one man aided by a given amount of 
capital, or as the labour, etc., purchaseable by a definite 
pecuniary outlay, that is, we may conceive of the outlay as 
effort or under the form of money outlay. The expression 
for the rent-yielding capacity of the land is 

f(x)-xf*{x), 

x having the value corresponding to the position of N in 
Fig. (xi), or, to express the same, fact otherwise,/ 1 ^) having 
the value CN/ON, the tangent of the angle made by OCE 
with Ox. 

If we conceive of the outlay as an outlay of actual effort 
and sacrifice, labour and capital, in amount measured by the 
length of the abscissa of any point on the produce curve, 
then the rate at which further outlay would add to the 
produce, when the actual outlay is x units of labour and 
capital, is /^(x) per unit. The payment of labour and 
capital at the rate of this marginal productivity requires x. fHjc) 
units of produce. The remainder f(x)—x.f 1 {x) is the rent- 
yielding capacity of the land. 

A striking proposition is that expressed by Mr. Wicksteed 
in his discussion of the problem of distribution. We state it 
in a partial form as follows. Let P be the value of the product 
of / units of land, w units of labour, and c units of capital, so 
that 

¥ = <p{l.w .c.) (vii) 

expresses the relation of the product to the factors of pro- 
duction. Then, for some kinds of production, the increase of 
land, labour, and capital in exactly the same proportion will 
result in an increase of product in that same proportion, or 

mY = <p(ml.mw.mc) .... (viii) 

where m is a numerical multiplier. If m be not far from 
unity, this proposition may be true for kinds of production 
for which it is not true for all values of m. 

Where these conditions (vii) and (viii) hold, a well-known 
proposition in Differential Calculus gives the result (since p 
must be a homogeneous function of /, w, c) 

'-<-3+--£+'-2 ■ • ■ w 

or, the assignment, to each of the factors of production, of 
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payment at the marginal rate of its contribution to the 
product, exhausts the total product. 

Where increase of production proceeds by the increase of 
different factors of production in differing proportions, the 
above proposition does not cease to have importance. The 
assumption of unchanged modes of production, if made, may 
be held to include the association of different factors of 
production in uniform proportions wherever that is possible. 
But the advance from less to more intensive cultivation of 
land, under pressure of growing demand for raw products, 
implies the increase of other factors of production in greater 
degree than the land to which they are applied is increased. 
Thus the amounts of labour and capital, mw and mc, are 
associated, not with ml units of land, but with / units. If m is 
greater than unity, p(/. mw . mc)wi\l be less than ip(ml. mw . mc), 
unless land is so plentiful in relation to the available labour 
and capital that additions to the latter are needed to 
develop the full powers of the land actually in use. Hence, 
in new countries, increasing returns to labour and capital 
applied to land are found, and, in old countries, decreasing 
returns. 

The expression f(x)—x.f\x), obtained above as a repre- 
sentation of rent, states rent as a residue. The expression 

l.-T, in equation (ix) is equated to terms representing just 

what the /(ar)— x. f l (x) represented in the preceding. Thus 
an expression for rent, representing it in similar form to the 
remuneration of other factors in production, is secured. Now 

~ represents the rate of decrease of product resulting from 

concentrating on a smaller area the productive efforts 
applicable to a larger area. Hence the statement, that 

the rent of / units of land is ^. t?> merely means that pro- 
duction is supposed to be so organised that the reduction of 
output, caused by such concentration, is just balanced by the 
consequent saving in cost of hire of land. 

The problem of joint supply may be expressed con- 
veniently in algebraic terms. Let x be the amount of 
commodity A which is produced in the same process as 
the amount z of commodity B, and let y be the joint 
expenses of production of these amounts. The demand 
price for the amount x of A being y v and the demand price 
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for the amount z of B being y 2 , we have, as the condition for 
equilibrium, 

y=x.y x +z.y 2 (x) 

The demand equations for A and B being 

fi=/i(x), y 2 =/ 2 (z) (xi) 

and the supply equation of the two products being 

y=p(x,z) (xii) 

we have only four equations to determine the five quantities 

x=n.z (xiii) 

n being constant, that is, if A and B are produced in fixed 
proportions, the fifth equation needed for a determinate 
solution is supplied. 

If, however, x can be varied somewhat without affecting 
z, or if some small changes of both x and z can be made 
without changing the cost of the production process, i.e. 
without changing y, the conditions considered on p. 66 are 
found. Any mode of variation other than that denoted by 
equation (xiii) can be reduced to the first-named. Let, then, 
an increase r, of y correspond to a small increase \ in x, 
z remaining unaltered. 

Then, for equilibrium, we must have the value of A such 
that ri is the value of an amount §. We have, in fact, 
determined the marginal cost of production of A per unit 
in the ratio of r, to §. This supplies the fifth condition 
needed for the determination of the five unknown quantities 
of the problem, and may be written 

* = J (X1V) 

x having, in this equation, the value appropriate to an 
equilibrium between supply and demand. 

A similar mode of expression might be used for the 
problem of joint demand, as stated on p. 68. The nature 
of the conceptions involved is, however, sufficiently shown 
in the above, and their expression in connection with allied 
problems, or with the problem of joint products more 
numerous than two, may be left as an exercise for the 
student. 
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